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INTRODUCTION 

New York has long been the state most prominently 
identified with aggressive life insurance methods, yet 
only recently has it displayed more than a transient solici- 
tude regarding the proper management of life insurance 
companies. 1 Its insurance department, older than any 
except that of Massachusetts, had never gained the repu- 
tation of being a vigilant critic or a staunch champion 
of honesty and equity in company management. The 
office of insurance superintendent has been political, often 
in the worst sense of the word; 2 the traditional attitude 
of the department toward companies has been a timid 
one ; and an inadequate clerical staff has hitherto encour- 
aged superintendents to content themselves with ascer- 
taining the solvency of companies, rather than to probe 
into, and expose, errors of judgment or even intentional 
wrongdoing on the part of those in control of companies. 8 
This situation has been particularly unfortunate, since 

1 In 1877 there was a legislative investigation of New York 
companies, but the zeal for reform faded away before anything 
could be done to correct the abuses that were exposed. 

2 No less than four incumbents averted removal, — for dishonesty, 
misconduct, or unfitness, — only by the aid of shrewd political ma- 
noeuvering. For the instances, see The Chronicle (an insurance 
weekly), February 14, 1907. 

3 Consult Testimony, exhibits, report, and index of the joint 
committee of the Senate and Assembly of the State of New York to 
investigate and examine into the business and affairs of Life Insur- 
ance Companies doing business in the State of New York, 1906. 
Seven volume edition, vol. 7, pp. 261-273. 

This report bears the binder's title, Legislative Insurance Investi- 
gating Committee, 1905, and is commonly referred to as the Arm- 
strong Report. There is another edition in ten volumes, but the 
citations in the following pages refer to the seven-volume edition. 
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the New York department is the official sponsor for a 
group of companies transacting nearly one-half of the 
life underwriting of the country, and including the four 
largest life companies in the world. 4 

The magnitude of the companies, and the laxity of the 
supervision to which they were subjected, explain in large 
measure why New York was recently the city of sensa- 
tional insurance revelations. But more fundamental than 
either, as a cause of notoriety, has been the temper of the 
business men who have dominated the companies. New 
York has been proverbially a speculative city, and her life 
insurance companies find it difficult — they have in the 
past found it almost impossible — to avoid falling into 
the hands of the speculators. There are, indeed, all de- 
grees of recklessness among speculators, and only a few 
life insurance companies have passed into the control of 
men whom Wall Street itself regards as gamblers. But 
the domination of insurance companies by speculating 
financiers has been the accepted order of the day in New 
York City. Speculation doubtless has its uses in most 
lines of business; but its connection with life insurance 
is almost invariably wholly harmful. 

To confirm these remarks it is only necessary to com- 
pare the net costs (premiums less dividends) on partici- 
pating 5 policies in the more prominent companies. 6 

4 The New York Life, the Mutual Life, the Equitable, and the 
Metropolitan. 

5 The majority of policies are participating, but some companies 
issue non-participating policies, which call for smaller premiums but 
which do not share in surplus distributions. 

8 In these tables care has been exercised to avoid comparisons 
which would be unfair by reason of differing reserve bases. Prior 
to 1896, however, all the companies included in these tables were on 
a 4 per cent basis except the Connecticut Mutual. Hence the annual 
costs of policies originating before 1896 may be fairly compared. 
Since 1897 there has been some uncertainty whether to adopt the 
exacting 3 per cent standard or to compromise at 3^ per cent. 
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TABLE I 

PREMIUM LESS DIVIDEND, OR NET COST FOR I906 OF AN 
ORDINARY LIFE POLICY ISSUED IN l886 AT AGE 3S. 7 

Union Central $16.87 

Provident Life and Trust 17.88 

John Hancock ; . . . 18.05 

Northwestern Mutual 18.46 

Connecticut Mutual 8 18.63 

Mutual Benefit 19.15 

New York Life" 19-35 

Massachusetts Mutual 19.65 

Penn Mutual 20.17 

yEtna 20.27 

Equitable 20.61 

Mutual 21.26 

Home 21.08 

Germania 22.02 

Manhattan 23.87 

TABLE II 

TWENTY YEAR ENDOWMENT POLICY, AGE 25, ISSUED 1893, 
NET COST, I906.' 

Connecticut Mutual 8 $36.67 

John Hancock 37.45 

./Etna 37.52 

Union Central 37.73 

Provident Life and Trust 38.27 

New York Life 38.64 

Mutual Benefit 39.04 

Northwestern Mutual 39-44 

Massachusetts Mutual 40.61 

Germania 40.70 

Penn Mutual 41.12 

Home 41.28 

Equitable 41-79 

Mutual 42.40 

Manhattan 44.17 

Recently, however, the Massachusetts companies, and the Mutual 
Life, the .-Etna, and Penn Mutual, which for a while employed a 
ZYi per cent interest assumption, have adopted a 3 per cent basis, 
leaving, of the companies included in these tables, only the Provident 
Life and the Union Central still on a 3^ per cent basis. 

' Compiled from data reported in the New York Life Insurance 
Report, 1907. 

8 On 3 per cent reserve basis. 

" Italics indicate New York companies. 
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TABLE III 

TWENTY-PAYMENT LIFE, AGE 45, ISSUE OF 189O, NET COST, I9o6. W 

Union Central $31-36 

Provident Life and Trust 33-90 

Connecticut Mutual 11 33-91 

Mutual Benefit 34.28 

Northwestern Mutual 3446 

iEtna 35-00 

Massachusetts Mutual 36.13 

New York Life 36.33 

Penn Mutual '. 36.81 

Equitable 37.08 

Mutual 38.08 

Home 38.40 

Germania 39.09 

Manhattan 41.16 

DIVIDENDS 1906 ON PAID-UP TWENTY-PAYMENT LIFE POLI- 
CIES, AGE 45, ISSUE OF 1885. 10 

Union Central $15.09 

Provident Life and Trust 10.64 

Mutual Benefit 5.92 

^Etna 3-95 

Massachusetts Mutual 3.30 

New York Life 3.30 

Penn Mutual 5.55 

Mutual 66 

Manhattan 3.03 

To remove any unwarranted prejudice against the New 
York companies, it should be said that, while none of 
them stood in the front rank as dividend payers in 1905, 
there has perhaps never been a time when the prospects 
of good dividends have been more nearly equal among 
the different companies than at present. All of the com- 
panies standing highest in the above tables have recently 
lost presidents who had long contributed much to their 
success. Some companies with low dividends have also 
changed their chiefs, or have become non-participating. 

10 Massachusetts Life Insurance Report, 1907, p. lxvii. 

11 Three per cent reserve. 
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Finally, the recent legislation will have a tendency to 
produce uniformity of results, or rather will reduce the 
variations by establishing a standard of economy. For 
particular illustration, it may be noted that all three of 
the great New York companies have lately reorganized, 
and that they have introduced both voluntary and re- 
quired reforms and economies which have already ex- 
ercised a very favorable influence upon dividends. 

The object of the comparisons is not to exhibit the merit 
or the demerit of any particular company. Other illus- 
trations would in each case slightly alter the order of 
companies on the basis of net costs. No companies can 
make equally good showings on all policies, all ages, and 
all durations. The object of the tables is to show that in 
1905 the New York companies, with a single and doubt- 
ful exception, were furnishing protection at a consider- 
ably higher price to policyholders than were the repre- 
sentative companies of other states. 12 Incidentally the 
tables indicate why certain companies have been losing 
business since 1905. Frequent attempts have been made 
to explain these losses by reference to the supposed in- 
jurious effects of legislation. 13 In amount of insurance 
in force, New York companies have, indeed, lost both 
relatively and absolutely since 1905 ; only the Germania 
and the Home show slight gains. But the combined loss 
of the three large companies under the present reform 
law has been less than in the single year preceding its 

12 The showing of New York companies in the above tables would 
not have been improved by the inclusion of the Washington Life 
and the United States Life, which were furnishing practically non- 
participating insurance at participating rates; of the Provident 
Savings, which, however, had few participating policies; and of 
those companies which until recently were assessment societies. The 
latter have proved expensive as well as unsound. 

13 See, for instance, the preliminary remarks of Superintendent 
Kelsey in the New York Life Insurance Report, 1908. 



6 American Economic Association [826 

enforcement. The same would have been true of the 
smaller New York companies had it not been for the 
suspension of the Provident Savings. It seems clear, 
therefore, that the New York companies have fallen be- 
hind, not because of the laws, but because they have 
recently fallen in the esteem of purchasers of life insur- 
ance. 

The revelations of 1905-6 adequately explain the high 
cost of insurance in certain New York companies. It 
was in June, 1905, that the Frick investigating committee, 
by its report on the administration of the Equitable, di- 
rected public attention to the mismanagement and im- 
proprieties in the conduct of life insurance companies, 
which had long been suspected by those intimately ac- 
quainted with such affairs. Many New York companies 
were soon under suspicion of irregularities and extrava- 
gance, and the outcome of popular agitation was the ap- 
pointment of a special legislative committee headed by 
Senator Armstrong. This committee appointed Charles 
E. Hughes, who has since become governor of the state, 
as its counsel, and Miles M. Dawson as its actuary. The 
report of the Armstrong Committee contains the evidence 
of the most thorough investigation of life insurance com- 
panies that has ever been undertaken. It showed that the 
New York City companies had all been guilty of extrava- 
gant outlays in the wild rush for new business, though 
some small companies had a plausible excuse in the stren- 
uous competition that they had been obliged to meet ; that 
the business which had been purchased with such high 
rates of commission was miserably non-persistent, the 
lapse rate being very high ; that rebating, and consequent 
discrimination, was rampant; that the cost of new busi- 
ness, owing to exorbitant commissions, was far in excess 
of the provision for expense contained in the initial pre- 
mium, and that, accordingly, such large sums were being 
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appropriated out of the surplus accumulated by the old 
policyholders as to leave no hope of their adequate reim- 
bursement through the accession of new and healthy risks ; 
that, in addition to the diminution of dividends resulting 
from costly and unremunerative expenditure for new 
business, dividends were still further reduced in all but 
one or two of the New York City offices in various ways. 
— by unwarrantably high salaries for useful and useless 
officers, by the sacrifice of good rates of return on in- 
vestments for the sake of aiding trust companies and 
other financial institutions and projects in which the offi- 
cers and directors of the life insurance companies were 
interested, and by extraordinarily heavy outlays for 
dubious legal and political purposes. The questionable 
financial transactions were concealed by vague and false 
entries, defective annual reports, perjury, and rare and 
improper examinations hy the state insurance department. 
To correct these evils, the Armstrong committee pro- 
posed an extensive revision of the life insurance code of 
New York. Most of the suggested amendments were 
passed by the legislature at Albany, with occasional modi- 
fications, in April, 1906. In the following pages, for 
purposes of convenience, the amendments will be dis- 
cussed in accordance with the following classification: 

I. Those respecting the fiduciary relations of the com- 
panies, including: 

1. The directors. 

2. Publicity. 

3. Investments. 

II. Those relating to underwriting practices, including : 

4. Policies. 

5. Valuation. 

6. Limitation of expenses. 

7. Limitation of new business. 

8. Contingency reserve (surplus). 
0. Dividends. 



I 

LEGISLATION RESPECTING FIDUCIARY 
RELATIONS OF THE COMPANIES 

i. Directors 

Election of Directors. In the provisions for the elec- 
tion of directors or trustees in mutual companies incor- 
porated in the state of New York, the committee and the 
legislature took a position that was far in advance of the 
attitude of even the best companies operating in the 
country. The conservative companies have been quite 
as reluctant as the aggressive to grant real and effective 
control to policyholders. This has not by any means in- 
dicated a distrust of the policyholders, much less any sel- 
fish interest on the part of the directors of the conserva- 
tive companies. But they have clung to the ideal of a 
close corporation, because they saw no system of control 
which they deemed sounder or safer or more truly rep- 
resentative. It must be admitted that this position is not 
easily overthrown. No one, for instance, has been ready 
to conduct a vigorous campaign to transfer our mutual 
savings banks to the direct electoral control of all their 
depositors. In this case, a benevolent paternalism is still 
accepted as the most satisfactory arrangement. The in- 
surance companies' managers have maintained that it is 
most satisfactory for their own institutions also. It is 
true that the average of intelligence and of business judg- 
ment is higher among life insurance policyholders than 
among savings bank depositors. On the other hand, it 
requires far more instruction to gain an intelligent idea 
of insurance problems than of savings at interest. While, 
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therefore, it may be admitted that policyholders might 
judge candidates better than depositors, it is not as cer- 
tain that they would be any more discriminating as to 
measures. 

It is needless to say that some insurance managers 
have not been disinterested in their reluctance to grant 
an effective control to policyholders. The greatest ob- 
stacle to a representative policyholders' control, however, 
is not the incompetence but the indifference of the rank 
and file who have no personal ambitions. For this reason, 
there has been until recently no serious proposal to do 
away with the close corporation in life insurance. The 
experiment in this respect introduced by the Armstrong 
legislation resulted from manifest abuses which were dis- 
covered to have their roots in the lack of responsibility 
which certain close corporations felt. It should be said 
that the system, though in fact that of a close corporation, 
was not exactly so in form. Nominally the directors in 
mutual companies are elected by the policyholders. But 
where proxy voting is permitted, and the agents who place 
the policies collect the proxies and turn them over to the 
officers, and where the right to vote in person is but rarely 
exercised, the directors constitute in reality a self -perpet- 
uating body. Only a few instances can be recorded of the 
election of directors other than the ones those in control 
have selected. As in all paternal systems, this plan works 
well as long as the guardians continue efficient and faith- 
ful to their trust. The list of companies which have al- 
ways been creditably conducted in this fashion is not a 
short one. Unfortunately, neither is the list of com- 
panies short that have suffered at the hands of their trus- 
tees or directors. Among the latter were several New 
York companies whose experiences were more than ordin- 
arily unhappy Not that the purely mutual concerns have 
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on the whole suffered more than those which have had 
stockholders; the past experience of the Equitable so- 
ciety and the more recent troubles of the Provident Sav- 
ings show possibilities of selfish mismanagement which 
the mutuals could hardly duplicate. Indeed, the small 
capital that can profitably be employed in a life insurance 
company, and the large assets that are involved, render 
a stock insurance company a peculiarly tempting prey to 
unscrupulous financiers. 1 A mutual company, on the 
other hand, has always the protection of the real although 
rarely exercised power of the agents, whose personal in- 
timacy with the policyholders enables them to collect 
proxies swiftly. The difficulty, however, is that agents 
are roused to action only when financial manipulation 
is so serious as to lead to scandal, and so to the unpopu- 
larity of the company. The recent New York mismanage- 
ments were little criticised by the agents until the abuses 
were exposed, for the managers, equally with the agents, 
were directly interested in producing a large volume of 
business, and encouraged their agents with most extra- 
vagant commissions. 

Seeking to remedy the proxy system, which had proved 
unsuited to the best interests of the policyholders, the 
reformers turned to Australia for a solution. There the 
Australian Mutual Provident, the largest life insurance 
company in the British Empire, with a remarkable record 
for good management and low cost of insurance, has 
long elected its directors by mail ballot without proxies. 
Mr. Dawson, the actuary of the Armstrong committee, 
for many years advocated a similar plan 2 for our own 
companies. The committee followed his suggestion, but 

'Zartman, Jour. Pol. Econ., vol. 15, pp. 532-3 (Nov., 1907), 
"Control of Life Insurance Companies." 

2 In his "Principles of Insurance Legislation," 1895, pp. 65-66, 
and subsequently in The Chronicle, which is the organ of his views. 
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adopted a modification proposed by its chairman, Senator 
Armstrong, by which policyholders could vote in person, 
by mail, or by temporary proxy. Those in control of 
the companies were to draw up a list of candidates for 
the directorate who were to constitute the "administra- 
tion ticket." Upon the same ballot was to be printed 
any other ticket, put up by one hundred or more policy- 
holders. To facilitate the campaign of independent can- 
didates it was required that, five months prior to the 
election, lists of policyholders classified by states should 
be filed with the insurance superintendent and at the 
home office and general agencies of each company, open 
to the inspection of policyholders. 3 

The general interest created by the recent scandals, 
and the keen rivalry of the backers of the administration 
and opposing tickets, led to a remarkably heavy vote in 
New York's two mutual companies. In the New York 
Life the candidate on the administration ticket receiving 
the largest number of votes had 236,999, while the high- 
est number of votes cast for an opposition nominee was 
100,782. In the Mutual the highest number of votes 
received by an administration candidate was 189,132 as 
against 68,176 cast for the most popular opposition 
candidate. In the latter company the certificate of elec- 
tion was filed on April 19, 1907, while in the former 
the certificate was filed on June 27, 1907. 4 

To remedy some of the imperfections of the voting 
law, revealed by the first trial, an amendment, passed 
June, 1907, provided for voting by numbered official 
ballots only; that administration nominations should be 
made seven months before election, and independent 



3 Laws of New York, 1906, Chap. 123, Chap. 326, section 30 (sec- 
tion 94 of the insurance code), and Chap. 354. 

* Minnesota Life Insurance Report, 1907, pp. 315, 316, 387. 
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nomination five months before ; that nominees must have 
accepted; that all ballots should be sent to the home 
office, the superintendent to have supervision over the 
custody and canvas of the votes ; and that officers, agents, 
and employees were not to solicit votes during business 
hours. Any one hundred nominators are entitled to pro- 
cure at their own cost a list of policyholders in their own 
company. 5 Arrangement was also made for biennial 
instead of annual elections and for temporary filling of 
vacancies. 6 

The most serious fault in the election provisions is 
the authorization of proxy voting. This is the means by 
which "the careless and indifferent policyholders dom- 
inate the situation." 7 The retention of proxy voting 
does, to be sure, serve to make the law more palatable to 
the managements of the companies, and this is its great- 
est merit, but it goes far to defeat the object of the law, 
since policyholders could with difficulty overcome the 
power which proxy voting gives to the administration 
in elections. 

Aside from the retention of proxy voting, the most 
serious fault of the law is the method adopted to enable 
opposition candidates, or committees acting for them, to 
communicate with policyholders. The companies, with 
very good reason, protest against the necessity of ex- 
posing lists of their policyholders to the examination of 
the agents of their rivals, who may use the names as a 
basis for "twisting", 8 and for writing new insurance, 

Laws of New York, 1907, Chap. 623, amending section 94 of the 
insurance code. 

"Chronicle, June 6, 1907; Insurance World, June 11, 1907; Insur- 
ance Monitor, June, 1907; Laws of New York, 1907, Chap. 625. 

7 Zartman, op. cit., p. 540. 

8 Twisting, or switching, consists of persuading a policyholder to 
drop a policy in one company for the sake of taking a policy in 
another company. 
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and of speculators who wish to deceive policyholders. 9 
It has been proposed as a remedy that the lists be not 
made public, but that the company be required to mail, 
at the expense of the opposition, any literature the latter 
may wish to send out, or that the superintendent of in- 
surance be given this function. 10 

The officers of the companies object upon general prin- 
ciple to the necessity of frequent contests to maintain 
their control through directors favorable to them. The 
force of the objection lies mainly in the great expense 
of this method of election of directors. The counting 
of the ballots in the first contests was a tedious process, 
covering four months in one case, and six in the other, 
at a cost to each company of more than $200,000. " By 
prudent provision the vote might have been canvassed 
at far less cost, and few elections in the future will be 
as difficult to canvas. In this instance there was a delay 
of about a month before the counting began, caused by 
a controversy that the subsequent amendment has pre- 
vented for the future. Moreover the sweeping victory 
of both administration tickets will serve to discourage 
any expensive contest as long as the integrity and effi- 
ciency of those in power are unassailable. When direc- 
tors lay themselves open to criticism it may be to the 
advantage of policyholders to defray heavy expenses to 
secure new directors. 

MutuaUzation. The effort to mutualize the Equitable 

' Thus, for instance, the Mutual issued a warning that speculators 
in life insurance policies were attempting to purchase deferred divi- 
dend policies from those whose names were published in the lists 
required by the new law, offering more than the surrender value, 
expecting to pay premiums and get the dividends at the expiration of 
the dividend period. Insurance World, April 23, 1907. 

10 Zartman, op. cit., p. 539. 

11 Connecticut Life Insurance Report, 1907, pp. 249, 315 ; 1908, pp. 
268, 340, 341. 
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revealed the serious inadequacy of the existing law in 
New York so far as it related to the retirement of capital 
stock. Accordingly in the new law a procedure was 
authorized to accomplish this process. It provided for 
the following requisite steps : ( 1 ) a majority vote of the 
directors; (2) a majority vote of the capital stock; (3) 
the approval of the superintendent; (4) a majority vote 
of the policyholders. 12 While the method is apparently 
cumbersome, it would appear that no simpler process 
would satisfy all the equities of the case. 

Pecuniary interest of managers. Section 36 of the 
insurance code forbade officers and directors receiv- 
ing "compensation for negotiating loans." The Arm- 
strong bill extended this to prohibit officers and direc- 
tors from receiving "money or other valuable thing for 
negotiating or aiding in any purchase or sale [on behalf 
of the company] — [or to] be pecuniarily interested either 
as principal, co-principal, agent, or beneficiary in any 
such purchase, sale, or loan." 18 This amendment was one 
of the least opposed and most needed of the reforms un- 
dertaken in the 1906 legislation. The large sums which 
of late years have been paid for shares of stock in life 
insurance companies have constituted convincing proof 
of the enormous personal advantage which might come 
from the control of the assets of such companies. Great 
financiers have long sought places on the boards of such 
companies, with the object of employing large trust funds 
in great speculative or banking projects. Conversely, 
promoters of business enterprises have gladly given places 
on their own boards to insurance directors on account of 
the large free funds at the disposal of the latter. In 
forbidding directors to invest insurance funds in under- 

M Section 95 of the insurance code. 

13 Laws of New York, 1906, Chap. 326, amending section 36 of the 
insurance code. 
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takings in which they were interested, the law struck at 
one of the most prolific sources of abuse. 14 

The evidence gathered by the investigators 15 showed 
that the pecuniary interest of officers and directors in the 
three large companies had been served chiefly by the 
deposit of large cash balances by the insurance com- 
panies at very low rates of interest in trust companies 
and banks in which the officers and directors were in- 
terested ; by the purchase of debentures of such trust com- 
panies; by the purchase and sale of securities through 
such institutions, or through transactions directly with 
the directors; by the direct and indirect participation of 
the companies in syndicate operations in which they and 
their banks were interested; by loaning insurance money 
to trust companies for syndicate operations; and by in- 
vesting in stocks and bonds of industrial enterprises 
launched by the officers. 16 

11 On this point the Armstrong committee urged : "It is not be- 
lieved that the companies will be deprived of suitable advice and 
direction by the prohibition of dealings with officers and directors, 
or with firms of which they may be members. The business of the 
company should be transacted under the direct supervision of the 
trustees, and no opportunity should be afforded for a conflict be- 
tween their personal interest and their official duty. It is entirely 
indefensible to permit one to act as the trustee of an insurance cor- 
poration in a transaction in which he may benefit, apart from his 
interest in the corporation, by the exercise of his discretion. The 
size and important financial relations of the great companies have 
blinded many to elementary principles of administration; and, 
whatever the immediate result of the proposed changes in their loss 
or gain, it is essential to their maintenance upon a sound basis that 
they should be freed from the alliance and practices which the testi- 
mony before your committee has disclosed." Armstrong Report, 
vol. 7, pp. 296-7. 

15 See especially Armstrong Report, vol. 7, in re Mutual, pp. 26-32 ; 
in re New York Life, pp. 56-66; in re Equitable, pp. 92-110. 

i- The investments in stocks and collateral trust bonds and the 
underwriting participations which served the private interest of ad- 
ministrators of the companies will be discussed again, under the 
head of Investments. 



1 6 American Economic Association [836 

As to the effect of the legislation against the pecuniary- 
interest of trustees, little need be said. It is not easy to 
enforce such requirements rigidly. Directors are useful 
in proportion to the financial experience which they have. 
Men of financial experience are rarely so free from finan- 
cial interests that the bank balances and investments of 
their company cannot in some degree affect their private 
interests. An examiner for the superintendent of insur- 
ance called attention to the fact that one of the best New 
York companies was still continuing to purchase its mort- 
gages, upon recommendation of a certain member of its 
finance committee, from a company in which he was in- 
terested. 17 In such ways as these the pecuniary interest 
of directors continues. For the present at least, the fear 
of again arousing popular ill-will will suffice to prevent 
the worst cases of mingling of private profits with trustee 
affairs. But in the future, when the public has with- 
drawn its attention, the law will undoubtedly exercise a 
strong deterring influence. 

Salaries. Section 98, which was added to the insur- 
ance code, 18 requiring a formal vote of the directors to 
authorize any salary of $5000 or over, was another pro- 
vision aimed against the exploitation of companies by 
their administrators. It might reasonably have been sup- 
posed that no prudent board of directors would have al- 
lowed such large sums as this to be regularly disbursed 
without satisfying itself of the propriety of the expendi- 
ture, but, in fact, extravagant salaries had been paid to 
friends and relatives of the officials, in many instances 
for very trivial services. It is not necessary to dwell upon 
the most sensational instances of excess in this respect. 
Some very conservative companies have fallen into this 

17 New York Insurance Report, 1907, Part 5, p. 273. 

18 By Laws of New York, 1906, Chap. 326. 
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grave error of giving high and unwarranted salaries to 
relatives and friends. Liberal salaries and nepotism have 
in fact been avoided in but few companies, even among 
the most economically managed. 

In the large New York companies, the failure of di- 
rectors to direct has had much to do with extravagant 
salaries. In the Mutual, for instance, the board of trus- 
tees did not concern itself with the management. It 
acted only through standing committees. Even the com- 
mittees delegated their supervision to sub-committees, or 
officers. A sub-committee of the finance committee de- 
termined the salaries of the executive officers, and thus 
the gradual increases from $30,000 in 1885 to $150,000 
in 1 901 in the president's salary appears to have been 
known only to two other men. 19 In the New York Life, 
the salaries of executive officers were fixed by the finance 
committee. The president's salary of $50,000 in 1895 
had risen to double that amount in 1901. In 1893 the 
salaries paid to executive officers amounted to $149,000; 
in 1905 this sum had risen to $322,000. The Armstrong 
committee remarks in this connection : "The scheme of 
supervision through committees of the board of trustees 
has left in practice a wide field for the arbitrary exercise 
of executive power. The executive officers have been 
permitted to disburse enormous sums of money without 
proper accounting." 20 Under a similar devolution of 
authority, the finance committee of the Equitable fixed 
the salaries of the executive officers. Henry B. Hyde, 
the founder of the company, was receiving a salary of 
$100,000 as president at the time of his death, in 1889. 
His successor, James W. Alexander, received the same 
sum beginning with 1903, and James H. Hyde, son of 
the founder, received an equal amount as vice-president. 

"Armstrong Report, vol. 7, pp. 11-12. 
*Ibid.,v-4i- 
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The Frick committee observed that in this company those 
officials who were rapidly advanced generally took care 
that their subordinates were also advanced. Hence "the 
total office pay roll of the society increased from $770,282 
in 1900 to $1,177,509 in 1904, or 54 per cent. As com- 
pared with this the total income of the society increased 
but 36 per cent from 1900 to 1904." 21 

2. Publicity 
Political and legislative expenses. Political contribu- 
tions seem to have been mostly confined to the three large 
New York companies. 22 Two small contributions were 
also made by the Metropolitan in 1896 and trivial ones 
by a considerable number of others in New York in the 
same year. 28 The preservation of the gold standard in 
1896 furnished the companies with a motive which they 
regarded as a peculiarly strong one ; but apparently, hav- 
ing begun the practice, it was not easy to refuse again, 
and in subsequent campaigns the tendency was rather to 
increase than to decrease the amount. The contribution 
to state campaign funds, through Senator Piatt, indicated 



21 Frick Report, Life Insurance Courant, July 6, 1905 ; quoted also 
in Armstrong Report, vol. 7, p. 84. 

22 The Mutual contributed $40,000 to the Republican National Cam- 
paign Committee in 1904, $35,000 in 1900, $15,000 in 1896; also $2500 
to the Republican Congressional Committee in 1905 ; and $10,000 
occasionally to the Republican State Committee. The New York 
Life contributed nearly $50,000 in 1904 to the Republican National 
Committee, and probably equal amounts in 1896 and in 1900. The 
Equitable contributed $50,000 to the same committee in 1904, and had 
been contributing $10,000 for many years to the Republican State 
Committee. The Metropolitan gave $1000 in 1896 to aid the Gold 
Democrats, and $7500 to help the Republicans. See Armstrong 
Report, vol. 7, pp. 21, 51-2, 86, 225. 

23 A considerable number of companies of other states also contrib- 
uted to the sound money campaign of 1896, and the Prudential gave 
$6000 in 1896, $10,000 in 1900, and $10,000 in 1904 to the Republicans. 
Ibid., p. 253. 
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that hostile legislation was expected to be prevented by 
the political retainers of the companies. Senator Piatt 
in fact acknowledged that he so understood the gifts. It 
is difficult to say whether such gifts were more demoral- 
izing to the political party accepting them or to the com- 
panies giving them. The wasteful extravagance was a 
lesser evil than either. Political contributions by corpor- 
ations are now prohibited by law. 24 

Contributions to campaign committees, however, were 
but a small part of the outlays for legislative purposes. 
While the New York life insurance companies have ob- 
served Wall Street's strict regard for contract obliga- 
tions, they have not been above Wall Street's easy morals 
with regard to expenditures that are not a matter of con- 
tract. They have characteristically sought their ends by 
the easiest means in sight, and have been carelessly short- 
sighted in doing so. They have not scrupled to contribute 
to the funds of a party tacitly pledged, for the time being, 
to take care of their interests. They have done worse 
than this. They have maintained enormous corruption 
funds. The three large companies divided the country 
between them, and looked after legislative matters, each 
in its own territory. While public opposition was resorted 
to, corruption was regarded as more effective. Disburse- 
ments for such purposes could not be accounted for in 
detail, and, being necessarily entrusted to unscrupulous 
agents, large sums were undoubtedly misappropriated. 
The Armstrong committee could obtain no satisfactory 
information either as to the sums disbursed for this pur- 
pose, or as to how they were applied. Indeed, no one 
knew. No sufficient cause has been shown why legisla- 
tion should be secretly opposed by life insurance com- 
panies. There will continue to be adequate reason for 



' Laws of New York, 1906, Chap. 239. 
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moderate expenditures to secure or defeat legislation. 
Without interfering with the company's judgment in this 
matter, the law simply requires it to make public what 
sums are spent in influencing legislation, and how they are 
spent. 25 

Examinations. Further publicity is provided for in 
the laws relating to examinations and reports. True pub- 
licity the life insurance companies, especially those of 
New York, have never known. "Freedom and publicity" 
has been the familiar expression of the average insur- 
ance man's attitude toward government regulation, yet 
few have realized what true publicity means. Now that 
they are beginning to understand it, many of them are 
coming to regard it as inquisitorial, and hardly preferable 
to direct interference. At all events the publicity of the 
past has been too often disappointing because not thor- 
ough. For this state of affairs the law was in part re- 
sponsible, being inadequate. But much of the fault lay 
with the insurance department, which either did not con- 
scientiously perform its duties, or else weakly construed 
them in the narrowest possible way. 

Less is now left to the discretion of the superintendent. 
Hereafter the department must examine companies at 
least once in three years. The irregularities in some of 
the companies would have been checked, and in all might 
have been, by frequent and conscientious examinations. 
The law, however, can do little to make the examinations 
conscientious. Full authority already existed; no exten- 
sion of the law could make more ample the examiners' 
powers. 26 Only one detail, therefore, was modified in 
consequence of a discovery that an employee of the de- 

25 Laws of New York, 1906, Chap. 321. 

25 "Most of the evils which have been disclosed by the investigation 
would have been impossible had there been a vigorous performance 
of the duties already laid upon the department, a vigilant watchful- 
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partment was retained by one of the companies. This 
was accordingly forbidden. 27 

Annual Reports. The following particulars were re- 
quired to be added to the annual statement: 28 facts as 
to real estate holdings, loans upon real property, loans 
upon collateral, and all other property owned; facts as 
to commissions on investments and all legal expenses; 
all expenses in connection with legislation; names of 
officers and directors, candidates and votes; salaries of 
officers and directors, and all compensations over $5000 ; 
largest balances in banks and trust companies during 
each month ; facts as to resisted and compromised claims ; 
profits and losses by sources, new business taken sep- 
arately; rates of annual dividends, all plans, all dura- 
tions, ages 25, 35, 45, 55, and precise method of calcula- 
tion; rates upon deferred dividends with methods; rates 
of accumulation of deferred dividend surplus, all plans, 
all durations, four ages ; and reserve and surplus held for 
any purpose. 

3. Investments 

Real Estate. An amendment requires real property 
acquired for business accommodation, but no longer 
needed for that purpose, to be sold within five years, just 
as real property acquired by foreclosures or in satisfac- 
tion of debts must be so sold. Testimony convinced the 
committee that, upon pretext of accommodating business, 
excessive amounts of real estate had been acquired, which 
yielded a low return on the investment. To do away 
with a similar evasion, it was recommended that the 
power of the supreme court "to authorize purchases by 

ness in the interest of policyholders, and a courageous exercise of the 
powers which the statute confers." Armstrong Report, vol. 7, p. 273. 

2 ' Laws of New York, 1906, Chap. 326, amending section 2 of the 
insurance code. 

28 By section 103 added to the insurance code. 
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corporations of real property in lieu of similar property 
disposed of, should be rendered inapplicable to insurance 
corporations," and enacted accordingly. 20 A further pro- 
vision forbids acquisition of real property without the 
approval of the superintendent. 

Real Estate Mortgages. While additional restrictions 
were placed upon real estate holdings, the law was made 
more liberal in other directions. The provisions of the 
law relating to real estate mortgages had limited the 
opportunities for profitable investment at a most unfor- 
tunate point. Mortgages upon improved farm lands of 
the middle West have proved the most profitable of all 
insurance company investments. Practically shut off from 
these, the New York companies had confined their mort- 
gage investments to city properties. The removal of 
restrictions 30 is much to the advantage of such companies 
as desire profitable investments earnestly enough to be 
willing to take pains in looking after them. 

Public Securities. The same limitations which had 
been imposed in the case of mortgages were also imposed 
in the case of local public securities. By the recent 
amendment insurance corporations are now authorized 
to invest their funds in bonds of cities, towns, villages, 
school districts, and municipalities of other states. 31 

Underwriting Participations. Some companies had 
openly undertaken the functions of bankers for business 
corporations. "Purchases have been made, not for in- 
vestment but for resale, and the large companies have 
freely furnished their support to numerous financial ven- 
tures through participation in the underwritings of syn- 
dicates. Most syndicates are merely partnerships formed 

"Laws of N. Y., 1906, Chap. 228; Chap. 326, sec. 20 of insurance 
code as revised. 
so By new section 100, of the insurance code. 
31 Section 100. 
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for a single transaction." 32 The necessity for such a 
partnership arises when an unusually large volume of se- 
curities is floated. The banking house to which they are 
offered first invites a number of other bankers to under- 
write the transaction, — that is, to agree to take a part 
of the securities at a fixed price if called upon to do so. 
It does not appear from the New York investigation that 
the insurance companies were generally made partners 
in hazardous ventures. On the contrary, with a few ex- 
ceptions, the underwritings of the insurance companies 
were reasonably, sometimes extraordinarily, profitable. 
But favors were not given for nothing, and the insurance 
companies were expected to purchase securities in which 
the same syndicate managers were interested. And, too 
often, officers and directors got profits that should have 
gone to their companies. It is not well established 
whether or not such transactions would be, on the whole, 
relatively profitable if properly safeguarded. That ques- 
tion was rightly regarded by the Armstrong committee 
as a secondary consideration. The inappropriateness of 
an insurance company becoming a speculative banker and 
engaging 'in the projects of the financial world, and the 
weakened sense of trusteeship on the part of the man- 
agers, were the grounds upon which such operations were 
condemned. Quite apart from any statistical evidence, 
it is not conceivable that these things could go on in- 
definitely without injury to the insured. Accordingly 
the committee secured a prohibition of "all syndicate 
participations, transactions for purchase and sale on joint 
account, and the making of any agreement providing that 
the company shall withhold from sale for any time or 
subject to the discretion of others any securities which 
it may own or acquire." 33 

32 Armstrong Report, vol. 7, p. 292. 
88 Ibid., p. 296. 
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Stocks and Collateral Trust Bonds. Until 1906 the 
companies of New York were permitted to invest in cor- 
poration shares. They have thus owned large holdings 
of stock in banks and trust companies, in railroads, and in 
some other enterprises. Dividends upon such stocks were 
often profitable in appearance only. In the case of banks 
and trust companies the profits were in part the result of 
large inactive accounts carried to the credit of the insur- 
ance companies. While some stocks have yielded a good 
return, the average rate has not been high enough to 
compensate for the risk, even supposing such securities 
to be a proper investment for trust funds. It was argued 
on behalf of such investments that some of them are 
practically as safe as bonds, and that to prohibit their 
purchase would remove a profitable channel of invest- 
ment. It was further urged that a restriction would 
limit the field of investment and give to other securities 
an artificial scarcity. On this last point it may be re- 
marked that only the large companies had measurably 
affected the bond market, and of these the New York 
Life had already practically withdrawn from the market 
for shares in order to conform to Prussian law. Of the 
others, only the Mutual seemed to maintain any pro- 
nounced desire to continue in this field. There is no 
doubt that the legislators were strongly influenced by 
their belief that, quite apart from the interests of insur- 
ance, it was unwise and unsafe to permit insurance cor- 
porations to engage in banking and transportation. 
Whether or not financial concentration is a thing to be 
feared, stock ownership has occasionally involved insur- 
ance companies in incongruous and even improper busi- 
ness affiliations. 34 The Armstrong amendments, there- 

M The recent votes given by the Mutual in the contest of Harriman 
and Fish for the control of the Illinois Central illustrate the fact that 
the control of life insurance companies may be sought for the sake 
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fore, prohibited life insurance corporations doing busi- 
ness in the state from investing in company stocks or 
collateral trust bonds on and after June, 1906, and re- 
quired that all holdings of such shares or bonds should 
be gradually disposed of within five years from the end 
of 1906. 

of indirect control over other corporations, not uncommonly disad- 
vantageous both to the insurance companies and to the other cor- 
porations as well. 



II 

LEGISLATION RELATING TO UNDERWRITING 
PRACTICES 

4. Policies 

Participating and Non-Participating Policies. Section 
102 of the code, as amended, prohibits mutual companies 
from issuing any policies not participating in surplus. 
The Armstrong committee believed that "the business of 
companies conducted upon the mutual plan should be 
exclusively mutual." They argued that the writing of 
non-participating policies by mutual companies, and by 
stock companies chartered to transact business upon the 
mutual plan, "must almost necessarily result in an in- 
justice." Their reasoning was that if premiums on non- 
participating policies were too low, the loss must be borne 
by the participating policyholders ; while if they were too 
high, the non-participating policyholders would be over- 
charged. 

As far as the interests of the non-participating policy- 
holders are concerned, it does not appear that there was 
any occasion for solicitude. They have fared quite as 
well in companies which also have participating policy- 
holders as they have in exclusively non-participating com- 
panies. In fact, the chief reason why strictly non-par- 
ticipating companies have not, in this country, prospered 
in the past is that the mutual companies have offered 
non-participating insurance at cost, or below cost. 1 Hence 

'As shown in the introduction of this paper, the New York Life 
stands about half way down in the list of prominent companies 
arranged in the order of net costs of participating policies. Its non- 
participating policies issued before 1905 are said to have been "in 
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no company has for any considerable time sold non- 
participating insurance solely. Such policies have been 
offered chiefly by companies which as their chief busi- 
ness sold other kinds of insurance, — either participating 
life insurance, or so-called "industrial" policies, or acci- 
dent policies. Competition drove the premiums on non- 
participating insurance to such a low point that no com- 
pany justified this business except as an aid or incident 
to its other activities. Recently, however, there has been 
a general leveling up of these rates. This movement, 
together with the dropping of the business by some com- 
panies, has encouraged a few others to undertake the 
non-participating business exclusively. A factor in this 
separation has been the legislation in New York which 
prohibits New York companies from combining the two 
branches. 

From the point of view of the participating policy- 
holder, there is a stronger reason against the combina- 
tion of the two branches. Under competitive conditions 
it is unlikely that the rates charged for non-participating 
insurance should be very far from actual cost. The esti- 
mate, however, covers many years and cannot be exact. 
Whether the approximation is too high or too low, such 
speculation is inappropriate for the funds of mutual 
policyholders. In answer to this objection it is possible 
to point out that even though there may be an apparent 
loss upon non-participating policies, yet after the first 
year or two the excess of the gross premium over the 
net is sufficient to make up for any inadequacy of the net 
premium, and still contribute a small sum to help defray 
general expenses which must go on in any case. This, 

many instances" better bargains for the insured. See Report of 
Examiners Wolfe and Graham to the Five Insurance Commissioners 
investigating the New York Life in 1905, Wisconsin Life Insurance 
Report, 1906, pp. 1235-6. 
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however, introduces a discrimination which is particularly- 
undesirable in a mutual company. 

Whatever objections lie against non-participating in- 
surance, lie equally against annuities, which in current 
practice are also non-participating, though there is no 
reason why they need be. Annuities are, indeed, appar- 
ently sold at a loss by most insurance companies, and 
while much of the apparent loss is due to a valuation 
system which does not exhibit the true facts with respect 
to annuities, it is still usually the case that some real loss 
is sustained. But as the amount of this business is small, 
and the loss usually trivial, there has been no disposition 
to interfere with it, particularly as it is conducted by most 
companies rather as a matter of accommodation than any- 
thing else. 

Many who hold that non-participating business should 
not be conducted by purely mutual companies, see no 
impropriety in its being transacted by stock companies 
which do a mutual business, provided the participating 
and non-participating business is kept separate in the 
books of the company, 2 and the profit or loss on non- 
participating policies is carried to the capitalists rather 
than to the participating policyholders. Some companies 
have in fact maintained distinct departments. The diffi- 
culty with this arrangement is the practical impossibility 
of accurately and equitably apportioning the expenses to 
the two departments. 

It was the original intention to make the compulsory 
separation apply equally to all companies, foreign as well 
as domestic, doing business within the state. But to per- 
mit certain foreign companies which had an extensive 
business in both branches to continue in the state without 

2 On this subject see testimony relating to the iEtna Life's depart- 
ments in Hearings on the Armstrong Bills, vol. ii, p. 280. 
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dropping either department, this feature of the law was 
made to apply only to home companies. Superintendent 
Kelsey joined in the general condemnation of the section 
which thus discriminated against the New York com- 
panies. This discrimination he held to be one of the 
main reasons for the notable relative decline in business 
of the New York companies. Although there seems to 
be the best of reasons, as pointed out in the introduction 
of this paper, for doubting whether any part of the legis- 
lation has been a chief cause, there can be no doubt that 
the legislature ought to take such action as will unequiv- 
ocally remove the discrimination. 

Standard Policies. The Armstrong committee insisted 
upon the need of simple, clear, and concise language "to 
remedy the abuses which have grown up in the multipli- 
cation of forms designed to attract custom, either by 
catchy titles or by supposed liberality of provisions." 3 A 
good illustration of such abuses was published in 1906 
by the Massachusetts commissioner, who cited the case 
of one company, licensed to transact business in that state, 
which had over 200 forms of policies, — "Most of them 
are complicated and unusual and were designed not to 
meet a demand but to create one for certain 'frills' 
which the persuasive agent sets before the public as the 
best thing yet in life insurance." 4 

The policy contracts of the several companies are sub- 
stantially similar in the more important particulars, and, 
while some of the variations in minor details have a 
reasonable justification, most of the differences simply 
mislead and confuse the average purchaser. There is the 
further objection to an unrestrained freedom in the draw- 
ing of policy contracts, that it presents the opportunity 
to unscrupulous managers to introduce clauses of an 

a Armstrong Report, vol. 7, pp. 331-2. 

* Massachusetts Life Insurance Report, 1906. 
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illiberal or otherwise objectionable character, since the 
policyholder is rarely given to a close and intelligent 
scrutiny of his contract. To remove confusion and to 
prevent deception, standard policies were proposed and 
adopted. 5 It seems to have been generally admitted that 
the forms, which were understood to have been the work 
of Mr. Dawson and Mr. Hughes, were well drawn. In 
these forms were incorporated the liberal features of the 
most progressive companies. The language was simple 
and direct, and free as possible from needlessly technical 
phrases, yet due care was taken to employ phraseology 
which had received judicial interpretation. 

In framing this section, precautions were taken to 
guard against too rigid regulation. Standard forms of 
policies were established for the common contracts, — 
ordinary life, limited payment life, endowment insurance, 
and term policies. Companies were authorized to issue 
policies covering other sorts of insurance, subject to the 
approval of the superintendent. Provision was made, 
however, for the standardization of these other forms, 
and the superintendent was directed to give a hearing to 
all companies interested, before standardizing any form. 
Provision was also made that the form might be changed 
by the superintendent whenever desirable. However, 
when this section of the law went into effect, January 1, 
1907, it proved to be more inelastic than had been 
anticipated, and although the law was promptly amended, 
the greater part of a year was lost before the companies 
affected could resume writing some common forms. 6 More- 
over, this provision was held by the attorney-general and 
the insurance department to apply only to domestic com- 

°Laws of New York, 1906, Chap. 326, section 101 of the insurance 
code. 

"See Chronicle, Dec. 27, 1906, Jan. 10, Aug. 15, and Sept, 5, 1907; 
and New York Life Insurance Report, 1908. 
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panies and with regard to their domestic business. For- 
eign companies might issue any policy in New York State, 
as elsewhere, and New York companies might issue any 
policies, not inconsistent with their standard policies, in 
other states. This was a discrimination much complained 
of, and was a reasonable cause for grievance. The New 
York companies, however, showed little disposition to 
issue, outside of New York, policy forms differing from 
the standard, except to conform with particular state 
laws. Some issued policies only slightly varying in form 7 
from the New York forms, and, in a few instances, forms 
not permitted in New York. 8 

In view of the grave objections that were originally 
urged against standard policies, it is interesting to note 
the prompt endorsements which they received in signifi- 
cant quarters. The New York Life, for instance, in a 
bulletin to its agents, pointed out that the standard policy 
would help to prevent "twisting" of policies to other 
companies, would put a ban upon rebating, would attract 
steady agents rather than "high-flyers", would give to 
policyholders more publicity and accordingly more con- 
fidence, would insure better supervision, better invest- 
ments, freedom from blackmail, and greater responsi- 
bility of managers. 9 Similarly, a publication of the 
Equitable reminded its agents that the standard forms 
had not proved to be a source of embarrassment, nor 
prevented the company from meeting the needs of policy- 
holders, while they had the very great advantage, in 
competition with non-standard forms, that they had been 

'£. g., The New York Life. See Insurance Monitor, January, 
1908. 

8 Thus the Home Life issued outside New York its return pre- 
mium policy, which it claims is its most popular form, more than 
three-fourths of its policies issued in the last ten years having been 
of this sort. N. Y. Insurance Report, 1907, pt. 5, p. 272. 

' Insurance World, January 29, 1907. See also Ibid., April 23, 1907. 



32 American Economic Association [852 

approved by public authority after most careful investi- 
gation. 10 It would not be fair to regard these expres- 
sions, intended for the encouragement of agents, as vol- 
untary endorsements of the principle of standard policies, 
but at least they show that the innovation was so care- 
fully provided for that companies were able to accept it 
cheerfully. 

Objection to standard forms has not been based upon 
the contention that any very material differences existed 
between the policies issued by different companies for 
exactly the same contract. Companies, to be sure, have 
differed in their liberality to retiring policyholders and 
in some other ways; but the measure of liberality was 
still left to the discretion of the company by leaving 
blanks to be filled in. (The principal New York com- 
panies have recently adopted uniform surrender values, 
but this they did voluntarily.) 11 What the companies ob- 
jected to was the necessity of giving up unusual con- 
tracts. A rigid uniformity is opposed in principle to a 
flexible system naturally lending itself to the exact needs 
of the policyholder and company. With this in mind, 
the Massachusetts committee, appointed by Governor 
Guild to report on the recodification of the insurance 
laws, recommended against standard forms, and in favor 
of continuing the practice of requiring standard pro- 
visions, 12 and the Committee of Fifteen, representing a 
conference of governors and insurance commissioners, 
likewise recommended, instead of the New York stand- 
ard forms, that thirteen provisions be required embracing 
in point of fact the most important parts of the New 
York standard forms. 13 The Wisconsin investigating 

10 See Alexander, "How to sell Equitable Policies," pp. 99-103. 

11 Chronicle, January 10, 1907. 

12 Ibid. , June 21, 1906. 
rs Ibid., December 27, 1906. 
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committee procured the passage of a similar enactment, 
requiring certain provisions and prohibiting others. Such 
adjustments as these will obviate the evil of improper 
clauses if companies are compelled to secure departmental 
permission before introducing new provisions, and they 
have the very practical advantage of permitting companies 
to avoid providing special blanks for every state legislat- 
ing on the subject, — a form of relief which to say the 
least is extremely desirable. 

After more than two years of experience with standard 
forms, New York has at last yielded to the arguments for 
greater elasticity and has repealed the standard policy 
requirement and substituted standard provisions, which 
must be employed by all companies operating in the 
state. 14 Every policy issued or delivered in the state 
must be approved by the superintendent. It must consti- 
tute the entire contract and provide for grace of thirty 
days in payment of premiums at not more than 6 per 
cent interest; for incontestability after two years; for 
adjustment in case of misstatement of age; for annual 
dividends, if participating; for loans within the policy's 
value ; and for reinstatement, subject to the usual restric- 
tions. It must show also tables of loan values, avail- 
able options, and instalment and annuity values, if any. 

5. Valuation 

It has long been a boast that no "full legal reserve" 
company could become insolvent. An experience of over 
thirty years confirms this contention. Its mathematical 
demonstration was so convincing that for a long time 
it was not generally understood that the practical reason 
was even more important than the theoretical. The prac- 
tical reason was that the original legal standard of sol- 

14 Laws of New York, 1909, Chap. 301, section 101 of the insurance 
code. 
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vency, when combined with the conventional method of 
charging premiums, has been too strict a standard. Con- 
sequently, companies always had sufficient assets, for the 
simple reason that the law compelled them to keep too 
much. 

To avoid misunderstanding, it should be explained that 
the fault was not with the standard, but with the method 
which the companies chose to retain in the construction of 
their premiums. The legal standard strictly conformed 
to the assumptions of the companies. In accordance 
with those assumptions, the standard was neither more 
nor less than adequate. It simply held the companies to 
the liability which they professed. The trouble has been 
that it was thought most scientific and most practical 
to maintain a level gross premium by adding a level 
loading to the level net premium. But this involved a 
difficulty. Initial commissions and other expenses of new 
business are so heavy that the expense provision is in- 
adequate, and consequently no policyholder pays his own 
way the first year. In old companies the deficit is made 
up from the surplus accumulated by old policyholders, 
and thus the full reserve is provided. New companies 
had no such easy way of escaping an encroachment upon 
the reserve, for they had no surplus from which to bor- 
row. To be sure, by selling stock above par, a small 
surplus may be secured; but as life insurance companies 
do not normally afford large profits to stockholders, it 
is impossible to provide much in this way. Consequently, 
most companies which strictly conformed to the full legal 
reserve, from the outset, have met with disaster. The 
system of net valuation, while correct, wrought injury 
because it conformed too strictly to an incorrect system 
of calculating premiums. The simplest way to conform 
to the law without risk of insolvency would have been 
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to impose a loading upon the first net premium, suffi- 
ciently large to defray the initial expenses, and in subse- 
quent years to load only for renewal expenses. Such a 
departure might have invited rebating. Not this danger, 
however, but mere inertia was doubtless the chief in- 
fluence which maintained the strictly level gross premium. 
The injury of the too strict valuation was felt in both 
old and new companies. In old companies, where neces- 
sity compelled dipping into the surplus, it was easy to 
fall into the habit of dipping too deeply, as there was no 
check upon the expenditures for new business as long 
as the surplus held out. In new companies there was 
a constant temptation to evade the law, and numerous 
plans were devised, sometimes with the approval of com- 
missioners, until finally various less rigid standards came 
to be recognized, leaving open the same temptation to 
extravagance. Not every encroachment upon surplus, 
not even every encroachment upon reserves, was inju- 
rious to policyholders. But the temptation to dip too 
deeply was always present, and there was no recognized 
criterion or measure of expense. The New York laws had 
to deal both with extravagance at the expense of surplus, 
and with extravagance at the expense of reserves. They 
undertook to reform the abuse of extravagance, and the 
danger of insolvency, by setting up a standard of sol- 
vency which recognized the facts rather than the false 
assumptions of the business and which was, therefore, 
at the same time, a reasonable measure of the cost of 
new business. So great had been the practical objections 
to the conservative standard that Massachusetts and the 
District of Columbia are the only jurisdictions which 
have admitted of no general modification of the rule. 
Every state, moreover, including Massachusetts, had 
recognized assessment societies which in many instances 
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were only evasions of the net level reserve requirements. 
Even Massachusetts, while refusing to value according 
to the terms of the contract, when the contract provided 
for "preliminary term", 15 had been obliged to admit one 
or two exceptions to the strict rule. A concession was 
granted to industrial insurance companies, accepting the 
report of three-tenths of the reserve the first year, and 
seven-tenths the second year ; and the Dewey law enabled 
certain assessment companies to transfer to "old line" 
methods by giving them permission to report preliminary 
term, instead of full, reserves for a few years. 18 

It will thus be seen that there was great need of a 
standard which should be adequate and reasonable on the 
one hand, and which should, on the other hand, admit of 
convenient accommodation to a somewhat irrational, but 
firmly entrenched, system of premium computation. In 
considering the possibility of safely permitting any relax- 
ation of the strict rule as to valuation, it is necessary first 
to inquire whether such a strict valuation provides more 
reserve than is necessary, and if so, on what account. The 
circumstance that justifies reserving at any time a less 
amount than the full net premium less the current cost of 
the insurance, is the fact that the premiums are in this 
country calculated from an ultimate mortality table, 17 
whereas it is at least five, and probably more nearly ten, 
years before freshly selected lives attain the rate of mor- 
tality indicated by the ultimate table. It is easily under- 
stood by the public that the rate of mortality is less among 
insured lives than in the average population. This favor- 
able rate of mortality is secured by medical selection. 

15 "Preliminary term" is explained below, p. 40. 

" See Armstrong Report, vol. 5, pp. 4255-6. 

17 An ultimate experience table is one which is constructed from 
data relating to insured lives, but excluding from observation the 
early years of assurance. 
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Those below a certain standard of health and vitality, or 
with a bad family history, are rejected by the medical 
examiners, and their elimination results in an improved 
vitality for insured lives, as compared with uninsured, 
i. e., unselected, lives. In like manner, as actuaries have 
long known, there exists a difference between the vitality 
of those recently selected, and that of those among whom 
the benefits of fresh medical selection have "worn off." 
A level premium policy is periodically renewable at the 
option of the policyholder alone, who is not subject to 
any medical reexamination after his entry. He may de- 
velop or contract a disease which makes him a bad risk 
for the company, and though this may prevent him from 
securing new insurance it does not prevent him from 
continuing his existing contract. For this reason, the 
mortality in the first year of insurance is not more than 
50 per cent of the so-called "ultimate" mortality, or 
that indicated by an experience table from which all 
freshly insured risks are excluded. This advantage in 
vitality diminishes gradually rather than abruptly. It 
usually requires several years to undermine a constitution 
which has passed a searching medical examination. The 
only diversity of opinion among actuaries on this question 
has been as to the degree of difference. 

According to investigations made by Rufus W. 
Weeks 18 of twenty-eight classes of risks, from data pro- 
vided by the leading companies, the mortality in the early 
policy years as compared with the American (ultimate) 
experience is as follows : 

First year of insurance 47-6% 

Second " " 62.5% 

Third " " 67.3% 

Fourth " " 7I . 3 % 

Fifth " " 7S . 2% 

18 Armstrong Report, vol. 7, p. 313. 
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These figures indicate such a surprising difference as 
between old and new entrants that it has not been deemed 
prudent to rely upon them. It has therefore been gener- 
ally agreed to modify them arbitrarily to the following 
percentages : 

First year 50% 

Second year 65% 

Third year 75% 

Fourth year 85% 

Fifth year Q5% 

Sixth year 100% 

For the latter figures, however, there is no warrant 
except extreme caution. That the data used by Mr. 
Weeks furnish a safe and reliable basis for computing 
the losses on new entrants is confirmed by the British 
tables of 1892, and by the experience of the Mutual Ben- 
efit of Newark, N. J. Below will be found in parallel 
columns the mortality salvages by the conservative per- 
centages, by those of Mr. Weeks, those of the Mutual 
Benefit, and finally those derived by comparing the 
British ordinary life, male, select table with the corre- 
sponding ultimate table : 



Year 



Conser- 
vative 



First . . 

Second 

Third .. 

Fourth 

Fifth .. 

Sixth . . 

Seventh 

Eighth 

Ninth . 

Tenth 

Eleventh & over . 



•So 
•35 

•25 

•15 
.05 

.00 



Week's 
.524 

•375 
•327 
.287 

.248 



iip» 

Mutual 
Benefit 

•56 

•44 
•35 
.29 
.25 
.26 
.21 
.20 
.18 
.22 
•035 



IV" 

British 
o (m) 

•54 
•38 

•3i 

.24 

.19 

• 15 

.11 

.08 

•05 

.027 

.000 



Nearest multi- 
ples of 5 to the 
lowest figures 
in last 3 
columns 

50 

35 
■30 

25 
20 

15 
10 



19 For columns III and IV, see Chronicle, April 9, 1908, p. 262, 
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It will thus be seen that for the first year 50 per cent, 
and for the second year 35 per cent, are assumptions as 
to salvage not too conservative in view of all three expe- 
rience tables. The remaining figures in the first column, 
however, err on the side of too strict conservatism. They 
might easily fall from 35 per cent by decrements of five 
instead of ten and yet be very close to all the figures de- 
rived from actual data. Hence it does no violence to the 
ascertained facts to assume that new entrants will exhibit 
a mortality of : 

50% of the ultimate the first year. 

65% " " " second " 

70% " " " third 

75% " " " fourth " 

80% " " " fifth 

85% " " " sixth 

90% " " " seventh " 

95% " " " eighth " 

It appears therefore that, according to both American 
and British experience, the benefits of fresh medical 
selection persist for at least eight years. In fact a slight 
advantage is observable for the ninth and tenth years, 
and it is agreed that theoretically the effects of initial 
selection never entirely wear off. 20 While they continue 
to the end of the table, the experience after the eighth 
year is not substantially divergent from that of an ulti- 
mate table. 

Recognizing that the full net level premium reserve 
is larger than is needed to assure solvency, since net 
premiums in the early policy years are redundant when 
calculated by an ultimate table; and, on the other hand, 
that no old company can pay the initial expense of new 
policies without withholding surplus belonging to old 
policyholders, the New York law has undertaken to re- 

20 Transactions Actuarial Society of America, October, 1907, pp. 
325-6. 
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duce the required reserve by a conservative estimate of 
the amount of the redundancy, setting free from the 
net premiums of the early years a contribution to initial 
expenses supplementing the loadings. 

Section 84 establishes the legal minimum standard of 
solvency in accordance with the "select and ultimate" 
method, assuming 50 per cent of the ultimate the first 
year, 65 per cent the second, 75 per cent the third, 85 
per cent the fourth, and 95 per cent the fifth. This is 
perhaps the most fundamental measure in the new legis- 
lation. Upon it depend the provisions regulating the 
amounts that may be expended in procuring and handling 
business, the amount of surplus a company may carry, 
and hence the amount which it must distribute in divi- 
dends. It also displaces all premliminary term valuations, 
these being prohibited in section 69 on the ground that 
preliminary term contracts result in discrimination. A 
preliminary term contract is one in which a level or 
unchanging premium is paid regularly, but in which 
during a "preliminary term", ordinarily a year, the whole 
premium is used for expenses except the current mor- 
tality cost, and in which, during the same term, nothing 
is reserved toward making good the ultimate deficiency 
of the level premium in meeting the mortality cost in 
the advanced ages of the insured. The preliminary term 
contract treats the first year's premium as a term insur- 
ance, though charging for it much more than would be 
charged for regular term insurance. Hence the ground 
for the charge of discrimination. The device has been 
employed to avoid the net level premium reserve require- 
ment. 

While an apparent discrimination in principle, pre- 
liminary term, when not carried too far, does not result 
in substantially different values than are derived by the 
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select and ultimate method. For instance, when the 
first premium on an ordinary life policy is treated as 
purchasing term insurance only, an allowance is gained 
for initial expenses which fairly corresponds to what 
actually would be taken, whatever the method of valua- 
tion. The abuse of the system comes when the full 
initial premium is expended in the case of limited pay- 
ment and endowment policies. Full preliminary term, 
therefore, is unconservative, and leads to extravagance. 
"Modified preliminary term", however, which sets free 
no more for expenses on limited payment and en- 
dowment policies than on ordinary life policies, gives 
reserves closely corresponding to select and ultimate 
values. 21 

Inasmuch as the select and ultimate method adopted 
in New York is only a minimum standard of solvency, 
it has not directly affected the important companies, 
which still voluntarily retain the conventional, stricter 
standard. Its indirect effect is more important since 
the minimum standard has been taken as a measure of 
expenses and of surplus, which will be dealt with below. 

Although New York's standard has not been adopted 
elsewhere, its influence extends beyond the state, since 
many companies have been prevented from adhering to 
the low standards in the states of their domicile, fearing 
that a wide departure from the New York standard 
would bring them into disrepute, as well as exclude them 
from the most populous state. 

6. Limitation of Expenses. 
The original plans of the Armstrong committee in- 
cluded proposals for limitations as follows : 
1. Limitation of total expenses. 
21 See Dawson, "Comparative Reserve Tables," 1905, pp. 6 and 45. 
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2. Limitation of first year expenses. 

3. Limitation of loading on all policies to that upon 
ordinary life policies. 

4. Limitation of initial commissions to 40 per cent, 
with prohibition of renewal commissions. 

5. Limitation of the amount of insurance on a single 
life. 

6. Limitation of amount of new business. 

7. Limitation of contingency reserve, or surplus. 
The third proposal was embodied in the bills urged by 

the committee, but was so strongly opposed at the hear- 
ings 22 upon the proposed measures, in March, 1906, that 
it was not pressed for passage. The committee was also 
dissuaded from recommending the fourth and fifth pro- 
posals. 23 The last two will be discussed in the following 
chapters. The first two, which remain for consideration 
at this point, were covered by section 97. 

The general purpose of the section is to confine ex- 
penses of new business within the sum provided for ex- 
penses by loading on first year premiums, plus the pres- 
ent value of mortality gains of the first five years of 
insurance, as assumed in the select and ultimate valua- 
tion, defined in section 84 and considered in the preced- 
ing chapter. The prohibition extends not only to the 
company but to the company's general agents. 24 "Ex- 
penses of new business" are, for the purposes of this 
act only, confined to commissions on initial premiums, 
other compensation for procuring new business, medical 
examinations and inspections of risks, and advances to 
agents. Companies are also forbidden to expend on total 
business, except for investment expenses and taxes on 

22 Reported in Journal of Insurance Economics. April, 1906. 

23 Chronicle, May 3, June 28, 1906. 

21 There was some doubt of this at first, but it was authoritatively- 
decided that the agents were also held to the same limitations. 
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real estate, more than the total loadings and the assumed 
mortality gains. Bonuses, prizes, extra commissions, and 
all compensation based upon volume of business written 
were also prohibited. Renewal commissions were limited 
to yy 2 per cent for nine years (5 per cent in the case 
of short term endowment policies). Advances to agents 
upon the security of renewal commissions were also for- 
bidden. This section does not apply to weekly premium 
business, and the limitation upon the cost of total busi- 
ness does not apply to stock companies issuing non-par- 
ticipating insurance only. 25 

Conformity with the provisions of this section required 
a virtual revolution in the underwriting practices of 
many companies, and no company was entirely undis- 
turbed by it. The regulation of expenses was rightly 
interpreted by the companies as an unprecedented inter- 
ference in their internal affairs, and it went into such 
detail that even companies which had conformed with 
the general principles of these limitations were obliged 
to readjust their methods in some particulars. All but a 
few companies doing business in New York were also 
compelled to revise their contracts with their agents, in 
many cases very materially. 

35 The committee had planned to recommend that total expenses 
should be confined to the expense provision, or loading. This was 
subsequently changed so as to allow companies to include gains from 
mortality as assumed by the select and ultimate method of valuation 
in their allowance for expenses. The committee was persuaded to 
allow four renewal commissions, of 7 l / 2 per cent, and after the 
March hearings the number was extended to nine. Had the original 
plans of the investigating committee to restrict initial commissions 
to 40 per cent and to prohibit all renewal commissions been carried 
out, the law would have enforced an economy more rigid than that 
observed by any regular American company. Forty per cent, or 
lower, maximum initial commissions were indeed in force in at least 
three companies, but hardly more, and these companies allowed 
renewal commissions for a long term. 
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A few very conservative companies have not been 
seriously affected by section 97. About half a dozen 
large companies of other states, and some smaller com- 
panies, had already been conducting their business prac- 
tically within the limitations of section 97 relating to 
expenditures for new and for total business. A goodly 
number did not give prizes or extra compensation to 
agents for volume of business. But there were few 
companies, if any, having low initial commissions that 
confined renewal commissions to nine years. In the latter 
particular most of the companies had to alter their con- 
tracts with agents. Some conservative companies ex- 
pressed the fear that this loss of renewals might ulti- 
mately cost them a part of their agency forces. 26 

In subsequent discussion this section has received more 
attention than all the others combined. Indeed both in 
legislative theory and in practical application it has been 
most radical. In theory it is radical because it departs 
widely from the laissez faire principle of leaving busi- 
ness details to business men. On its practical side its 
influence has been far-reaching, in compelling econom- 
ical management, in the interest of policyholders, which 
had not resulted, and probably would not have resulted, 
from unregulated competition ; because competition seems 
to have led to increased, rather than decreased, expendi- 
tures. 

Regulation of insurance companies has never been 

28 Thus the president of the Mutual Benefit wrote: "It is by no 
means certain . . . that the renewal commissions allowed under 
the New York law will be sufficient to retain our agency organization 
as the old renewals disappear and the agents have nothing on which 
to live and conduct their business but the 7 1 /?. per cent renewal. The 
agency business requires some capital, and should be able to demand 
the best class of men, for their opportunity for good or evil is great." 
Annual Report of the President of the Mutual Benefit Life Insurance 
Company of Newark, N J., 1908, p. 13. 
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confined in this country to the "freedom and publicity" 
which thus far, for the most part, has contented the 
British legislators, and which so pleases the average in- 
surance man in this country. But while our regulation 
has been of a positive sort, it has heretofore been con- 
fined to questions of solvency, equity, and the like, and 
not to the internal economy of the companies. A depart- 
ure so important as that involved in section 97 would 
not have been taken except for very grave cause. That 
the grave cause existed, needs not to be argued. If the 
extravagance in field methods was morally less culpable, 
it was at least not less injurious to policyholders than 
financial recklessness. It was generally admitted that 
with financial recklessness legislation could appropriately 
deal. But it was a novel proposal that legislation should 
presume to dictate what amounts should be expended in 
procuring customers. It was necessary, however, to take 
this novel step or else leave the most essential malady of 
the life insurance business uncured. The general clamor 
of life insurance agents against the limitations of section 
97, and the tacit acquiescence of most of the companies, 
seem to confirm the impression that the companies are 
more or less at the mercy of their agents and dare not take 
an entirely independent stand. It is the ease with which 
solicitors can transfer their services from one company to 
another that has raised initial commissions from 10 per 
cent to 50 per cent and even more, on the usual form of 
policy. To get a satisfactory volume of business, agents 
were essential, and competition among life insurance com- 
panies, like that in fire insurance, has found the line of 
least resistance in high commissions. Hence the pre- 
vailing opinion was that it was time to restrain expendi- 
tures within reasonable limits. New York has here taken 
the most important step in insurance legislation since the 
valuation reforms introduced by Elizur Wright. 
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It would have been possible to limit arbitrarily the 
amounts which could be spent, but the Armstrong com- 
mittee made no recommendation which prescribed an 
absolute limit. If the companies feel that they are justi- 
fied in increasing their expenses for new business, they 
have only to increase their loadings to as high a point 
as they find policyholders are willing to go in supporting 
life insurance missionaries. It should be for the policy- 
holders to decide how much they are willing to pay for 
being urged to take out policies of insurance. Section 
97 makes it possible for them to determine, at least in- 
directly, since their approval or disapproval will be regis- 
tered by the relation which new business bears to pre- 
mium rates. Increased rates, for instance, would per- 
mit of higher commissions and hence stimulate the ac- 
tivity of the agent; but they would make policies harder 
to sell. On the other hand, very low premiums would 
make policies easy to sell but would tempt few sellers. 
Experiment alone can determine the rates which will 
result in the most active business. Hitherto policy- 
holders had no such ready means of indicating how 
much they were willing to pay to be solicited, since be- 
fore the passage of section 97 there was no necessary 
relation between expenses and loading. 

It may perhaps be argued that while a company should 
not exceed its total expense provision, it should have the 
liberty to distribute its expenses as it chooses. But in 
such cases there is no guarantee that new policies will 
not be a burden upon old ones, and if the new policy- 
holder dies or lapses early (and the latter is of common 
occurrence), the loss of the old policyholders is never 
recompensed if there has been an expenditure in excess 
of the margin provided by the loading and the mortality 
saving. 
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Yet in the vigorous protest that has been raised against 
these limitations, it has been charged that they impose 
unreasonable restraints upon agency activity. If there 
is any fault, it is with the loadings, but the companies 
are in no mood to increase their loadings materially, 
since some of their rivals are doing well with the present 
loadings, and if companies not writing as much new 
business as they crave were to advance their rates, they 
would be still further handicapped in the competition. 
The result is that rates are kept at the old figures and 
are still substantially uniform, with the exception of a 
few companies which have persistently kept their rates 
low; and commissions are now also practically uniform, 
for all have been reduced to the level permitted by the 
New York law for the loadings in question. 

With practically uniform commissions, competition 
has had to seek a new channel, and sooner or later we 
may expect to observe dividends tending to become uni- 
form as well. New business will continue to bear a 
close relation to the attained size of the respective com- 
panies, because the large companies have many agents 
and the small companies few, while the high cost com- 
panies will not see their agents, no longer retained by high 
commissions, deserting to enter the service of companies 
whose insurance is easier to sell, if by retrenchment and 
prudent management they can bring their dividends up 
to the standard. 

In the matter of the cost of new business, as in most 
matters of legislation, in 1906, the regulations practi- 
cally standardized the methods prevailing in model com- 
panies. Hence the degree of change which each company 
was compelled to undertake was measured by the extent 
of its departure from these methods. This explains why 
some companies, and particularly the agents of some 
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companies, have been so much more vehement in their 
protests against the limitations than other companies and 
their agents. The Connecticut Mutual and the Provi- 
dent Life and Trust, for instance, having very low initial 
commissions, had few changes to make, notwithstanding 
that they have low gross premiums and hence small mar- 
gins. The same may probably be said of the Mutual 
Benefit. The Northwestern Mutual had somewhat higher 
rates of commissions, amounting to 45 per cent on all 
usual forms of policies, yet these were not as high on 
ordinary life, twenty payment life, and long term en- 
dowment policies as section 97 permitted. The North- 
western has in fact raised its commission upon ordinary 
life policies from 45 per cent to 55 per cent. On the 
other hand it has been obliged to reduce its commission 
on twenty year endowments from 45 per cent to 35 per 
cent. The Union Central, the Massachusetts Mutual, 
Penn Mutual, and ^Etna, with 50 per cent graded com- 
missions, were also just about within the limitation. 
Other companies, and particularly those of New York, 
paid considerably higher compensation to their agents for 
new business. The actual loadings of the Northwestern's 
premiums are typical, so that in general we may say that 
the new law permitted about 50 or 55 per cent initial 
commission on ordinary life, 45 per cent on twenty pay- 
ment life, and 35 per cent on twenty year endowment 
policies, and renewal commissions from the second to 
the tenth policy year of y}i per cent on the first two, and 
5 per cent on the third. 

These rates are very different from those previously 
employed in the New York companies. For instance, the 
Equitable before 1900 virtually allowed 75 per cent ini- 
tial commission. In that year it adopted rates of commis- 
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sion of 50 per cent the first year, 20 per cent the second, 
yy 2 per cent the third, 15 per cent the fourth, and jy 2 
per cent from the fifth to the tenth years on ordinary 
life policies. In addition it made advances to agents on 
the security of renewal commissions, many of which 
never materialized, and extra compensation in various 
forms. 27 The Mutual, after having followed for some 
time the plan of allowing liberal renewal commissions, 
and lending in anticipation, changed its methods shortly 
before the Armstrong legislation. It established branch 
office managers on salary and purchased outright the re- 
newal commissions of agents, thus allowing a single 
"brokerage" commission of about 80 per cent. This 
compensation might not have been unreasonably high had 
it not been that a good deal of the business failed to re- 
new, the company in this case having purchased some- 
thing that proved to be worthless. 28 The New York 
Life, most successful of all the companies in procuring 
new business, had also established salaried branch office 
managers, and had concentrated commissions into a few 
early policy years. But its most distinctive mode of pay- 
ment to agents consisted of extra compensation of vari- 
ous sorts, all based upon volume of business written. 
Bonuses and prizes were given for various exceptional 
achievements, and an agency organization called Nylic, 29 
under the patronage of the company, gave benefits to its 
members in accordance with the attainments of each. 30 
The United States Life paid commissions "ranging from 
50 per cent to 80 per cent, with renewals from J 1 /? per 

27 Armstrong Report, vol. 7, p. 1 12. 

28 Ibid., p. 33. 

29 A name derived from the initial letters of the company's name. 

30 Armstrong Report, vol. 7, p. 67. 
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cent to 10 per cent for long periods," beside supplement- 
ary salaries and expense allowances. In at least one case 
an agent was put upon a basis of "95 per cent graded" 
with 10 per cent renewals for twenty years. 31 The Man- 
hattan Life allowed 60 per cent graded beside salaries 
and expense allowances. 32 The Washington Life gave 
75 per cent graded and usually gave advances to agents 
in addition. 33 The Germania while paying only 35 per 
cent of initial premiums and 4 per cent of renewals in 
Germany, gave 65 per cent and 7% respectively in Amer- 
ica. 34 The Home Life gave 55 per cent graded, 10 per 
cent for "expenses", and yy 2 per cent for fifteen years out 
of renewals, and occasionally additional expense allow- 
ances and advances. 35 In the Bankers' Life, commissions 
were 65 per cent the first year, 15 per cent the second, and 
yYz to the end of the policy. 36 In the Provident Savings, 
the initial commissions were 50 per cent, expense allow- 
ance 20 per cent, and renewals 5 or yy 2 per cent, but the 
metropolitan agents got 65 per cent graded. 37 The 
agency manager of the Mutual Reserve received 85 per 
cent graded, with $1.50 a thousand on renewals, also a 
salary of $200 a week and expense allowance of $200, 
rent for branch offices of $20,000 a year, $3500 a week 
for advances to agents, and special advances beside. 38 
The Security Mutual paid 70 per cent, rarely 80 per cent, 
brokerage commissions, and in some cases 5 per cent 

31 Armstrong Report, vol. 7, p. 122. 

32 Ibid., p. 127. 
83 Ibid., p. 132. 
31 Ibid., p. 138. 
85 Ibid., p. 142 
"Ibid., p. 149 
m Ibid., p. 159 
38 Ibid., p. 180. 
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more for expenses. 39 The Life Association of America 
allowed as high as 90 per cent brokerage commission. 40 

This completes the list of New York companies, ex- 
cepting only the Metropolitan, which does an "ordinary" 
business with moderate commissions in order to assist 
its "industrial" agents. It will be seen that not one of 
the regular New York companies conducted its business 
within reasonable distance of the limitations of section 
97. Commissions above 50 or 55 per cent graded, renew- 
als above yy 2 per cent and beyond the tenth policy year, 
advances to agents against renewals, extra compensation 
by way of salaries or expense allowances above the maxi- 
mum commissions, brokerage commissions, rewards for 
large volume or large policies, were all prohibited by the 
law of 1906. The home companies were most seriously 
affected, because as a class they had indulged most freely 
in "high pressure" agency methods. But companies of 
other states were by no means unaffected. 

The returns for the first year of business under the 
expense limitations 41 show that practically all the com- 
panies operating in New York were able to conform with 
the requirements, — most of them with a very comfort- 
able margin to spare. One company alone exceeded the 
limitation upon cost of new business, and this arose from 
a misunderstanding which cannot occur again. The cost 
of new business of other companies ranged from 49 
per cent to 100 per cent of the allowance, the average 
being 91 per cent. The limitation upon total expenses 
appears to have been an unnecessary addition to the other 
limitation, for the average total expenditure of the com- 

89 Armstrong Report, vol. 7, p. 197. 

40 Ibid., p. 205. 

a New York Life Insurance Report, 1908; Best's Life Insurance 
News, March 31, 1908; Chronicle, April 23, 1908; Standard, June 
13, 1908. 
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parties amounted to only 66 per cent of the legal maxi- 
mum. As it seems to work a hardship to a very few 
companies with unusually low loadings, it would be the 
best solution to confine the limitation to the cost of new 
business instead of extending it also to the cost of total 
business. 

Against section gy 42 z. vigorous protest was offered at 
the Albany hearings before the passage of the act. After 
its passage this feature became the chief object of atten- 
tion, and has continued to the present time to arouse the 
most general interest. Agitation has continued almost 
to the point of bitterness. Naurally many agents have 
been irreconcilable. 48 Home office managers have been 
in general less outspoken, yet a few have expressed them- 
selves with warmth. President Kingsley, of the New 
York Life, for instance, protested that this, and other 
sections, "have proved a withering blight;" he charac- 
terized the section as "sumptuary and socialistic legisla- 
tion, whose folly was demonstrated centuries ago;" and 
he even went to the length of claiming that it "in effect 
encourages extravagance in the non-efficient companies 
and ties the hands of the efficient companies." 44 

Had the New York companies been agreed upon what 
should be done about section 97, it might have been 
amended earlier. In the legislative session of 1907 there 
was no appeal for change, since the effect of the section, 

42 In the bill, section 98 ; in the act, section 97. 

is See Brief of W. C. Johnson on proposed section 98 at the Albany 
hearings, March 9, 1906; also address of C. J. Edwards at Rochester 
meeting of Life Underwriters, Monitor, January, 1908. 

"Monitor, February, 1908; Ibid., March, 1908, quoting an ad- 
dress at Yale University on "Life Insurance in its Relations to 
Sociology." See also President Geo. E. Ide of the Home Life in 
Putnam's Monthly, June, 1907; and in Insurance World, May 26, 
1908, a quotation from an address at Cornell University on "Govern- 
mental Investigation and Regulation." 
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not being known, could not be satisfactorily presented. 
When the legislature met again in 1908 the section had 
been in operation for a year. Some companies had fared 
moderately well under it, others very poorly. Of the 
latter, some wanted one remedy, some another. Most 
wanted a less stringent provision as to cost of new busi- 
ness, but they were unable to agree upon the desirable 
form of relief. If, however, any wished the complete 
abrogation of the section and a return to the old unre- 
stricted race for new business, none dared to urge its 
views. Probably there was no New York company which 
earnestly desired the absolute repeal of the limitation. 45 
All were tired of the game and were glad to see their 
rivals, if not themselves, checked. But the restriction, 
while tending to produce a uniformity, affected the com- 
panies differently, since their methods had hitherto va- 
ried. The Association of Life Insurance Presidents took 
up the matter of proposed amendments in February. It 
acted favorably upon the proposed amendments relating 
to contingency reserve and permitting deferred dividends 
on sub-standard risks, but resolved unanimously to take 
no action with reference to section 97, apparently be- 
cause of the impossibility of agreeing upon a generally 
satisfactory modification. 48 This practically amounted 
to referring the question back to the companies without 
recommendation. 

A number of the smaller companies in and out of 
New York agreed upon a bill, introduced in the Senate, 
which would have modified section 97 in the interests 
of those companies in particular which sold non-partici- 

45 Thus President Ide, who severely criticizes section 97, says: 
"Limitation of expense is necessary — insurance men all admit it." 
Putnam's Monthly, June, 1907, p. 303. 

" Insurance World, February 25, 1908. 
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pating, and low premium participating policies. 47 The 
New York Life procured the introduction in the Assem- 
bly of a rival bill which provided for some relaxation in 
the expense limitation, but the main purposes of which 
were to make the limitations inapplicable to individual 
agents and agencies, and to eliminate the "maximum 
wage scale" so-called, by permitting any company to 
expend its provision for new business according to any 
basis of agent's compensation it might choose to adopt. 48 

To secure a bill which would be generally supported 
and hence stand a good chance of passing, a compromise 
was arranged which was based upon the Assembly bill, 
to which were added the features of the Senate bill 
relating to renewal expenses. Medical examinations and 
inspection expenses were not to be included in the cost 
of new business. Limitations were to apply only to 
companies and not to agencies. Maximum initial com- 
missions were limited to 50 per cent. Five extra renewal 
commissions of 5 per cent were to be authorized and col- 
lection fees of 3 per cent instead of 2 per cent. Com- 
pensation to agents might take the form of prizes and 
rewards for volume of business, and other forms beside 
commissions or collection fees, provided expense limita- 
tions were not exceeded. 49 

The compromise bill passed both branches of the legis- 
lature, unanimously except for the vote of Senator Arm- 
strong, and was sent to the governor, who gave a hearing 
upon the bill on May 15. No company appeared to 
oppose the bill, and it was favored by representatives of 
the New York, Mutual, Home, Manhattan, Prudential, 
Phoenix, Connecticut General, New England, and John 

" Chronicle, March 5, 12, 1908. 

"Insurance World, March 24, 1908, Brief of J. H. Mcintosh on 
Hamn Bill. 
49 Chronicle, April 2, 1908. 
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Hancock; and the National Association of Life Under- 
writers. Though there were some exceptions, the gen- 
eral attitude reflected at the hearing was that the com- 
panies did not desire greater latitude as to their aggre- 
gate expenses for new business, but did want authority 
to expend the provision in a different way, or on vary- 
ing terms among different agents, especially to establish 
new agencies or maintain weak ones. 50 

Notwithstanding the earnest support given to the bill, 
and the lack of any opposition, Governor Hughes vetoed 
it, on the ground that the increased allowance would 
permit unwarrantable outlays; and he urged that the 
limitations should not be changed hastily, and that it 
was then too early to determine what changes were 
advisable. He concluded: "While I am desirous that 
insurance agents should receive reasonable compensation 
and such just rewards as regard for the interest of 
policyholders will justify, and that our New York com- 
panies shall receive the recognition and enjoy the con- 
fidence which they deserve, I cannot approve the bill 
before me, as I believe that its provisions are ill advised, 
and that its enactment would impair the safeguards which 
should protect this important business." 51 The veto pro- 
voked many bitter comments from insurance agents and 
their sympathizers. 52 

The governor's position has however been justified by 

00 Chronicle, May 21, 1908. 

61 Memorandum filed with Assembly bill no. 2054, May 23, 1908, 
published in Chronicle, May 28, 1908. See also Monitor, June, 1908. 

82 See, for instance, the comments of W. C. Johnson quoted in the 
New York Commercial, May 27, 1908; and editorial in the Weekly 
Underwriter, May 30, 1908; and such remarks as this, "In the space 
of a few months one man in this country found out all there was to 
know about life insurance, discovered all of its evils, saw none of its 
benefits, and framed a code of laws that would make that great 
system absolutely perfect in every minute detail." Spectator, May 
28, 1908. 
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the passage, with his approval, of a bill in the session of 
1909, which, while consistent with the original purpose 
of section 97, modifies it so as to remove all reasonable 
opposition on the part of economical companies. The 
allowance for initial expenses is not increased, but re- 
newal commissions are permitted to run for fourteen 
instead of nine years, and authority is given to com- 
panies to make renewals contingent in whole or in part 
upon the efficiency of service of the agent, or upon the 
amount and quality of the business renewed under his 
supervision. Collection fees receivable after the termi- 
nation of the renewal commissions are raised from 2 per 
cent to 3 per cent. In signing the bill which provided 
these modifications, Governor Hughes wrote the memor- 
andum : "If any change is to be made in the statute, that 
now proposed may be allowed with the smallest risk of 
injury, while at the same time any possible ground of 
just complaint of the limitations of the statute is re- 
moved. After this, certainly no one can be heard to 
assert hardship who looks at the matter from the stand- 
point of the policyholder." 

One problem created by section 97 has possessed con- 
siderable temporary importance, yet it must be regarded 
as an incidental question. That is the situation in which 
life insurance agents have found themselves. Probably 
a very large proportion of them think that their trade 
has been grievously and unjustly injured by the limita- 
tions. They can hardly be blamed for confining their 
attention to their own interests, yet they could not, of 
course, hope to justify their continued employment at 
rates of remuneration that were not in the interests of 
the policyholders. The business world in general honors 
no claim for tribute on the part of men who cease to be 
as greatly needed in industry as formerly, and life insur- 
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ance agents must be prepared to face diminished incomes 
or a thinning of their ranks unless they demonstrate that 
they are needed as much as ever. The readjustment 
has involved hardship, but the case in no wise differs 
from that of commission men and middlemen in other 
industries. It must be freely confessed that the- agents 
have recently been laboring under peculiar hardships. 
Under the regime of extravagant commissions, agents 
multiplied rapidly and policyholders maintained them 
liberally. Now suddenly their harvest has suffered, and 
many have abandoned the field altogether, while many 
others have had to content themselves with greatly re- 
duced incomes. 63 Unquestionably a sufficient number 
of men must retire from the business to leave to the 
remainder fair average incomes, which will be possible 
even under the limitations after the pressure of com- 
petition is somewhat relieved. While no one can deny 
that the readjustment has meant hardship for many, the 
fault is not with the present economy, but with the past 
extravagance. 

While the limitations have undoubtedly influenced 
many to abandon the work of soliciting, care should be 
taken not to exaggerate the effect of the limitations. 
The abandonment of the field began as early as 1905, 
because of the disgust and discouragements of the agents 
who had been representing companies which suffered 
in popular esteem. The process of disintegration of 
agency forces continued during 1906, while the laws did 
not go into effect until. 1907. Generally speaking, the 
companies which had been able to retain their agents 
in 1905 and 1906 found occasion to praise the "loyalty" 

53 "The latest report of the state insurance department showed that 
3400 insurance agents had been thrown out of employment since the 
new insurance laws went into effect." Semi-weekly edition, N. Y. 
Evening Post, Oct. 26, 1908. 
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of their field men in 1907, though the year was a trying 
one, quite apart from any legislation. The October 
panic seriously injured the solicitor's business in the last 
quarter of the year, which is usually his best season. 
The recovery was swift, however, and the figures for 
1908 54 were the most encouraging since 1904. 

7. Limitation of New Business 

The enormous size of a few American life insurance 
institutions, as compared with the largest in Europe, is 
no doubt in a measure due to the considerably larger 
volume of insurance here than elsewhere, which is, in its 
turn, partly due to the characteristically aggressive spirit 
of American business men. In other lines of industry 
where Americans have reared prodigious enterprises, 
their ambitions have been constantly subject to the check 
of rising or falling profits, but mutual life insurance has 
been a business in which the economy of a given scale 
of operations has not been tested by a constant reference 
to profits. There was no natural curb to the ambition 
of managers, since losses by undue outlays were not 
borne by managers or stockholders, but by policyholders. 
The fate of the companies was therefore practically en- 
trusted to the agents instead of to the actuaries. This 
meant high commissions and an expensive quest for 
new business. The old policyholders, and ultimately all 
policyholders, paid unreasonably high contributions to 
defray the cost of persuading others to take out insur- 
ance. 

It was not wholly the large companies which engaged 
in this race for bigness. There were very few which con- 
fined their expenditures for new business within conserva- 
tive limits. Surprisingly few, in other words, thought 
"The last available official statistics. 
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more of dividends than they did of "growth." The 
methods of the large companies were imitated, and some 
small companies paid even higher commissions than the 
large ones. Managers of small companies allowed them- 
selves to fret about the stability of their institutions, 
forgetful that the most successful insurance concerns 
have been even smaller. Some excuse for anxiety may 
have existed in the fact that the public had been imbued 
with false notions as to the relative merits of companies. 
Few understood much about dividends. On this subject 
the majority were easily confused and mystified. All, 
however, understood an appeal to size. Of course the 
impression of size could be conveyed in a number of ways. 
One company might boast of its insurance in force, 
another of the amount of its assets, another of its sur- 
plus, another of its reserve. Not one of these furnishes 
a proper standard by which to judge a company. Yet 
even after the public enlightenment of the last few years, 
the best of companies, — companies under no misappre- 
hension of their mission, — still occasionally pay for adver- 
tisements which exhibit these facts alone. Small wonder 
that those managers who did fail to grasp their mission 
should regard themselves as menaced by the great com- 
panies, and should vainly try to keep up in the race! 
The great companies could, indeed, raid their agency 
forces. It not infrequently happened that a general 
agent, after spending time and money to train solicitors, 
would find himself suddenly without his men, they having 
been bought over by another company, with the promise 
of higher commissions. In this sort of contest the small 
companies were obviously at a disadvantage. But to the 
policyholder there was usually no advantage by the 
growth of the society — more often he suffered through 
the diversion of his surplus to bring in new members' — 
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and from the point of view of the managers it should be 
borne in mind that what really menaced them was the 
high commissions rather than the size of the companies. 

Not only were the smaller companies uneasy in the 
scramble for new business, the managers of the companies 
that were most successful in expanding knew only too 
well what expansion was costing. Some of the best in- 
formed among them even advocated arbitrary measures 
to check further growth. All were growing weary of a 
competition for empty distinction. 

The reaction went even further among some of those 
outside the interested companies. Thus the Armstrong 
committee, after calling attention to the extravagant com- 
missions, bonuses, prizes, salaries, and entertainments 
resulting from the race for bigness, and to the demoraliz- 
ing example set the small companies, urged that "the 
growth of the [largest] companies has long been a 
matter of grave concern to students of insurance condi- 
tions. No useful purpose will be served by their becom- 
ing larger. Their membership is so large and their 
resources so vast as to make the question of their respon- 
sible control and conservative management one of ex- 
treme difficulty; and their magnitude if permitted to 
grow unrestrained will soon become a serious menace to 
the community." 55 They therefore recommended that 
no company should be permitted to write more than 
$150,000,000 of new business in any one year. Fearing 
that "the release of the small companies from the stren- 
uous competition of the others would result in a severer 
rivalry among themselves," the committee further rec- 
ommended that in each year companies having $50,000,- 
000 to $100,000,000 of insurance in force should add not 
more than 30 per cent; those with $100,000,000 to 

05 Armstrong Report, vol. 7, pp. 297-8. 
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$300,000,000 not more than 25 per cent; $300,000,000 
to $600,000,000 not more than 20 per cent ; $600,000,000 
to $1,000,000,000 not more than 15 per cent; and indus- 
trial companies, not more than 50 per cent ; and no com- 
pany more than $150,000,000. These recommendations 
were enacted, 56 protest against this arbitrary feature of 
the new law being but faintly heard. The small compa- 
nies tacitly or openly approved. At the hearing, March, 
1906, before the committee of the whole to consider the 
Armstrong bills, Mr. W. C. Johnson, officially represent- 
ing the agents of smaller companies, argued that "the 
state may properly, on grounds of public policy, limit the 
size of insurance corporations, it being obvious that con- 
centration of vast financial power in single units might 
work injury to the commonwealth." 57 

It is more surprising to learn that the limitation was 
explicitly advocated at the hearing by representatives of 
the large companies, and the principle of limitation seri- 
ously opposed by none. Mr. Emory McClintock, vice- 
president of the Mutual, and commonly recognized as the 
foremost living American actuary, declared that he had 
for many years favored limiting the growth of the largest 
companies, and testified that upon his recommendation 
his company had at one time seriously considered self- 
limitation. 58 Judge William H. Hornblower, while pro- 
testing against a sudden limitation, announced that "we 
of the New York Life say we are perfectly willing you 
should reduce our business in the future and place a limit 
on our business." He said further: "I have for years 
been of the opinion that the great massing of capital in 
the hands of these corporations, if it kept on indefinitely, 

5! Section 96 of the insurance code. 
57 Brief, p. 4. 

68 Public Hearings on the Amendments to the Insurance Laws, 
proposed by the Armstrong Committee, 1906, vol. 1, pp. 75, 76. 
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was a matter for very serious consideration, and for one 
I am quite willing, and I think it is the general sentiment 
of the officers and directors of these companies, that there 
should be a limitation." 59 Paul Morton, President of 
the Equitable, while expressing the opinion that any limi- 
tation was theoretically unwise, believed that his own 
company's new policy would not bring its new business up 
to the proposed limits. 60 The limitation made no allow- 
ance for lapses. The sponsors for the insurance com- 
panies shared the belief of the Armstrong committee that 
the limitation would operate in such a way that growth or 
decline in the volume of business would depend largely 
upon its persistency. With the committee the refusal to 
allow for lapses was deliberate, and there are not want- 
ing signs that the companies on their part are taking pains 
not only to select their business more carefully, but also 
to use greater efforts than heretofore to restore lapsed 
policies. 61 Under the present limitations, companies that 
are not to go backward can afford to take only that busi- 
ness which they expect to keep. The largest company, 
for instance, is allowed only about as much new insurance 
annually as its yearly terminations had amounted to. 
Therefore, in order not to reduce its business, or remain 

ra Ibid., pp. 326-330, 333. 

w Ibid., p. 7m. 

"The New York Life Insurance Company's annual bulletin to its 
cashiers on the question of lapses shows that the lapse ratio on 
American business in 1907 was 4.64 per cent as against 6.83 per cent 
in 1906. "The company renews its offer of a 2 per cent collection fee 
to all cashiers for reinstatements effected in 1908 on all business 
issued prior to January 1, 1907, which lapsed prior to November 1, 
1907. The reinstatement department did good work, one man rein- 
stating over $1,000,000 of lapsed insurance and another reinstating 
592 separate policies. During 1907, 4276 were reinstated where policy 
loans existed, when reinstatement is more than usually difficult, as 
compared with 2050 under similar conditions in 1906." Insurance 
World, March 3, 1908, p. 166. 
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stationary, it must reduce its terminations below the 
amount of new business allowed. 62 

By reason of the disurbance in the insurance business 
since 1905, the New York companies in general have lost 
rather than gained business. Hence this limitation has 
been of no practical consequence thus far, except to the 
New York Life. This company, though it too has lost 
more than it has gained, has been adding a large amount 
of new business, albeit less rapidly than heretofore. Dur- 
ing 1907, the first year that the limitation was in force, it 
would apparently have added close to its limit of 
$150,000,000 of new insurance, had it not been checked 
by the October panic. As it was it issued $135,800,000. 
Its situation since then has become acute in this respect. 
This company no longer has any grievance against sec- 
tion 97. It is offered more business at the reduced rates 
of commission than it is legally able to accept. It has 
had to resort to a variety of measures to check its own 
expansion. It has lopped off foreign branches, it has 
closed some of its agencies in the United States, it has 
dismissed all its part-time solicitors, and at the close of 
last year it temporarily refused all new business for fear 
of exceeding its limit. Though practically unsupported, 
it has been waging an unremitting campaign against this 
limitation, in the press, through letters to policyholders, 
and speeches of its president. 

An interesting and unexpected consequence of the limi- 
tation of new business has been the recent revival of the 
survivorship annuity business by the New York Life. 
Survivorship annuities are not legally considered as insur- 
ance policies, and hence are not included in the $150,- 

63 "One hundred and fifty million was arrived at by the committee 
for the purpose of curbing the largest and fastest growing of these 
companies practically within its present limits." Remark of Senator 
Armstrong, Hearings, vol. 1, pp. 333-4. 
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000,000 of new insurance to which that company is now 
limited. Moreover, non-participating annuities may be 
issued by the mutual companies of New York. Hence the 
New York Life has found a policy which it can issue with- 
out any legal limit. This is as fortunate for the public as 
for the agents of the company, because, while not avail- 
able for the protection of the policyholder's estate, it 
affords an excellent means of protecting a single desig- 
nated beneficiary, such as a wife or a mother, at ex- 
tremely low cost. This is a form of protection which 
has long been sought by a small number of discrimi- 
nating patrons of insurance companies, but there is no 
reason why it should not become popular provided its 
prospective purchasers are carefully instructed that this 
cheap means of protection is available for one beneficiary 
only, and that the contract lapses if that beneficiary should 
die before the nominator. 

When conditions once more became normal in the 
insurance world, the limit upon volume of new business 
may prove embarrassing to other New York companies. 
Certain foreign companies have been gaining rapidly in 
comparison with those of New York. The Northwestern 
Mutual, for instance, most nearly comparable in size to 
the Mutual and the Equitable, is rapidly approaching the 
point where, if it were domiciled in New York, it would 
have to restrain its activities; and, since it is subject 
to the same limitation on expenses of new business, this 
indicates that the New York companies may expect diffi- 
culty when they succeed in recovering their prestige. 

Three arguments have been offered on behalf of this 
limitation. It was urged that companies would select 
their business better, choosing the less expensive and 
more persistent business, and business of better quality 
generally, if they were obliged to cut off some branches 
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of their activity. 68 But it is doubtful whether on this 
ground alone it would have been deemed prudent to 
thus interfere with the discretion of company officials. 

It was argued that the limitation would cure extrava- 
gance. This raises the question whether the limitation 
upon the cost of new business was alone a sufficient 
remedy, or whether the fever for new business required 
to be checked by two medicines instead of one. It would 
appear that, on this score, limitation on new business was 
unnecessary, provided expenses were duly limited. The 
latter provision would alone guarantee that growth should 
be moderate, except under very extraordinary circum- 
stances, justifying unusually rapid growth. If expenses 
are limited, there is sufficient warrant that there will be no 
undue extravagance in getting new business. The two 
limitations remove first the means, and then the tempta- 
tion. To remove one would have sufficed, and an arbi- 
trary restriction might have been spared, and a just 
point of attack, on theoretical grounds, avoided. 

The third argument for limitation arose from the 
fear that the great aggregations of funds in a few insti- 
tutions were dangerous both to the policyholders and 
the public. It should be borne in mind, however, that 
this hostility to concentration of business power is 
neither new nor confined to life insurance. It is easily 
as old and as broad as the business corporation problem. 
It is not courageous to deal with vast and growing accu- 
mulations by arbitrarily checking them. In life insur- 
ance, just as among other business corporations, govern- 
ments have done much to artificially stimulate such con- 
centration. It is of course wise to remove all such influ- 
ences. But it is shortsighted policy to seek to encourage 
rare fidelity to great trusts, and a spirit of fairness in the 
63 Armstrong Report, vol. 7, pp. 298-9. 
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general business world, by forbidding men or companies 
from accepting all the business which legitimately comes 
to them, and which they prove their capacity to handle 
ably and faithfully. It must be regretfully admitted 
that we have not yet learned how to compel efficiency, 
economy, and integrity in great corporations. But the 
petty corporations of today were the great ones of yes- 
terday. We shall never solve the problem by ignoring 
it, but only by struggling with it till we master it. No 
one supposes that expanding business organizations will 
not give rise to difficulties, or that they will easily find 
servants who are at once equal to their tasks and faith- 
ful to their charges. Further legislation will no doubt 
be required. But this is what our legislatures are for. 
In their experiments they may sometimes make mistakes, 
and one of those mistakes is the attempt to curb the nat- 
ural growth of insurance companies. 

8. Contingency Reserve (Surplus) 

Life insurance premiums are based upon a mortality 
table which is so conservative that companies rarely ex- 
perience a death rate in excess of 90 per cent of the table. 
Premiums are also based upon an assumed interest rate 
which is placed so low that there is no reasonable prospect 
that it will fail to be realized during the life of any 
policyholder; they are adjusted to the anticipated rate 
of a generation or more hence. While companies are 
earning from 4 per cent to 6 per cent net upon their 
investments, they are reserving upon the higher basis of 
3 per cent or 3^2 per cent,— a very few still retaining 
as low a basis as 4 per cent. Finally, the loading for 
expenses is more than ample, except for the expenses of 
the first year, which are fully met out of the loadings of 
the first three premiums. According to the original ac- 
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tuarial theory, the loading is not wholly for expenses, but 
partly for contingencies, and partly also for dividends. 
To load for dividends does not seem a very sensible pro- 
cedure. It at once invites the query, why make a delib- 
erate overcharge for the sake of giving a more sub- 
stantial refund? Conservatism again is largely respon- 
sible. The thing has always been done here and in 
England, ever since loading has been employed. It is 
supposed that policyholders will not appreciate a small 
difference in the size of premiums but that they will 
appreciate large and steady dividends. How large an 
element of the loading is its contribution to dividends 
may be seen from two typical illustrations. The Massa- 
chusetts Mutual issued in 1903 ordinary life policies for 
premiums, at age 45, of $39.02. The net premiums 
being $28.35, the loading amounted to $10.67. The 
dividend in 1906 equaled $6.15, of which $4.20 was 
contributed from the loading. The Northwestern Mutual 
issued ordinary life policies for premiums at age 35 of 
$27.93, the net premium being $21.08 and the loading 
$6.85. At the end of the seventh policy year the divi- 
dend amounted to $7.01, of which $3.51 was a contribu- 
tion from loading. 64 Dividend factors are subject to 
change from time to time, but are usually maintained 
at a constant figure for a long term of years. 

There has been some doubt expressed of late years as 
to whether it is advisable to load deliberately for con- 
tingencies. Of course a heavy loading offers a con- 
venient means of adjustment to new difficulties; a simple 
alteration of the dividend factors will make good any 
unforeseen losses without requiring any changes in the 
original premiums. Thus if unexpected losses by invest- 

"* For the dividend factors of many important companies see 
Massachusetts Life Insurance Report, 1907, pp. xv-xxxiii. 
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ment should occur, or if the expected rate of interest 
should fail to be realized, or the mortality assumption 
should be exceeded, the loading could be easily drawn 
upon. But there seems to be little warrant for supposing 
that these contingencies will arise if the premiums have 
been calculated, as they should be, by a safe ultimate 
table and a low interest rate. Under these circumstances, 
the undivided surplus ought to be adequate to overcome 
any losses that are unavoidable and unforeseen, such as 
investment losses, or any decline in the market value of 
securities. As a matter of fact, the companies have erred 
by providing altogether too well against contingencies. 
To recapitulate, it has been the custom (i) to adopt a 
mortality assumption known to be excessive; (2) to adopt 
an interest rate lower than that earned; (3) to load con- 
siderably in excess of expenses, of which nearly all are 
easily estimated, being a matter of contract, the balance 
of the loading being always available for contingencies, 
but ordinarily returned in dividends; (4) to accumulate 
a large undivided surplus as a protection against contin- 
gencies. 

Every contingency is provided against two or three 
times over. The contingency which actually causes em- 
barrassment to well conducted companies is that of the 
fluctuation in the market value of securities. Policy- 
holders were thus charged excessive amounts in original 
premiums, of which excessive amounts have been re- 
tained. It is a mistake to suppose that these things ulti- 
mately make no difference to them. No just criticism 
arises because net premiums are conservatively high. 
All companies have practically the same net premiums, 
for nearly all employ the American experience table, and 
it makes no very considerable difference whether they 
combine it with a 3 per cent or a 3^ per cent table. But 
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companies differ widely in respect to the amount of their 
loadings, and in respect to the amount of surplus relative 
to liabilities. Investigation shows that neither of these 
points is a matter of indifference to policyholders. With 
regard to the amount of loading, the matter would be 
simpler if all policies were of one kind, for on ordinary 
life policies all but a few companies load with about one- 
third of the net premium. But loading in most companies 
is unduly heavy upon endowment policies, and, during 
the premium paying period, on limited payment policies, 
considering that the actual insurance is the same in each 
case. 65 The matter is more serious because dividend fac- 
tors ordinarily make no discrimination between different 
kinds of policies. 

The committee's recommendations with regard to sur- 
plus provided that when net values, as calculated by the 
minimum standard, — that is, the select and ultimate, — 
were less than $100,000 either 20 per cent thereof, or 
$10,000, might be accumulated. "Where such net values 
are greater than $100,000, the percentage thereof, meas- 
uring the contingency reserve, shall decrease y 2 of 1 per 
cent for each $100,000 of said net values up to $1,000,000 ; 
y 2 of 1 per cent for each additional $1,000,000 up to 
$10,000,000; ^ of 1 per cent for each additional 
$2,500,000 up to $20,000,000; y 2 of 1 per cent for each 
additional $5,000,000 up to $50,000,000; J / 2 of 1 per cent 
for each additional $25,000,000 up to $100,000,000; J / 2 
of 1 per cent for each additional $50,000,000 up to 
$200,000,000; ^ of 1 per cent for each additional 
$100,000,000 up to $500,000,000; and thereafter the con- 



m The Armstrong committee introduced a bill to limit loadings on 
endowment policies and substantially on limited payment policies, to 
the absolute amount loaded upon the ordinary life net premiums at 
corresponding ages. But this was defeated by the opposition of the 
insurance companies. 
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tingency reserve shall not exceed 2 per cent of the said 
net values. 68 All these limitations were liberalized consid- 
erably, upon the urgent request of the actuaries, so that 
the largest companies in the final legislation are allowed 
5 per cent instead of 2 per cent for contingency reserve. 67 

Much of the huge surpluses which a number of com- 
panies had accumulated by curtailing dividends was being 
wasted and dissipated by extravagant commissions on the 
one hand, and unprofitable investments on the other. That 
there was plausible excuse for liimtation upon the amount 
of undivided surplus, or contingency reserve as it is now 
called in New York, cannot be disputed. The limitation, 
however, was open to criticism upon two grounds,' — first, 
that it was unnecessary, and, second, that it was unsafe. 

It was unnecessary because other provisions of the 
reform law effectively dealt with excessive cost of new 
business, and with unprofitable employment of funds,. — 
the two evils which beset the surplus. Having removed 
all improper motives for accumulation of surplus, the 
matter might well have been left to the judgment and 
responsibility of directors. It may be answered that in 
fixing the scale of limitations due attention was paid to 
the prevailing practice of the companies, departures being 
made only for good and sufficient reason. The limitation 
was still open to the objection that it relieved directors 
from all further responsibility, transferring it to the legis- 
lature. 

This responsibility was a serious matter, for there 
was room for some fear that the limitation was not sure 
to be invariably safe, under existing statutory require- 
ments. Careful distinction must be drawn between the 
technical and legal danger of impairment, resting on 
the market value of securities, and the real danger of 

" Armstrong Report, vol. 7, p. 323. 

87 Laws of New York, 1906, Chap. 326, sec. 87. 
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failure to perform contract obligations. A temporary 
bond market depression might produce a technical insolv- 
ency if assets were required to be entered at their market 
values. But no such temporary condition of the market 
would actually disturb the faithful carrying out of policy 
contracts, since in life insurance claims are presented 
with a fair degree of regularity. No necessity arises 
for sudden sale of securities in a depressed market. Had 
life insurance companies been permitted and accustomed 
to adopt adjusted book values instead of market values 
for their securities, there would have been little ground 
for anxiety. But, since market values were adhered to, 
there were misgivings lest the authorized surplus might 
not always be adequate; and it was uncertain whether 
the superintendent had authority to accept any other 
values than the market prices. The crises of 1907 
promptly confirmed these fears. Fortunately the decline 
in market values was not quite severe enough to endan- 
ger the solvency of any New York company, 68 though 
some were so seriously embarrassed that they thought it 
prudent to take advantage of the proffered leniency of 
the insurance commissioners, known as the "Louisville 
Resolution", or the "rule of thirteen", which permitted 
companies to take market averages for the thirteen 
months from December, 1906, to December, 1907, in- 
clusive, instead of valuing their securities as of De- 
cember 31, 1907. Although only one prominent New 
York company availed itself of this privilege, the situa- 
tion was sufficiently serious to cause general anxiety. 

os The Provident Savings was brought to the brink of insolvency 
by the group of speculators who precipitated the October panic, but 
its troubles were not due to depreciation in the market value of its 
securities. In fact its securities had been largely sold in order that 
large cash balances might be given to the Thomas banks. See report 
of S. H. Wolf to E. E. Rittenhouse, Best's Life Insurance News, 
January 31, 1908. 
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Had market values been a little lower, a large number 
of companies might have been thrown upon the mercy 
of insurance commissioners to avoid technical insolvency. 

If the free surplus which companies carry were to 
continue subject to limitation, it seemed that a change 
in the method of valuing securities was imperatively 
demanded. As a solution Mr. Dawson urged the sub- 
stitution of the amortization plan for market values. 
The change was desirable even apart from the fact that 
it was needed to guard against the danger that might 
arise from inadequate surplus. There is no sound reason 
for measuring solvency by the market values of securi- 
ties. A company purchases bonds not with the pur- 
pose of selling, but to hold until maturity, and then rein- 
vest. As a life insurance company should not speculate, 
it must not watch the market for opportunities to sell 
at a profit. It can get only par for a bond at maturity, 
and hence it should enter its bonds at their purchase 
price, and adjust this price annually so as to give the 
par value at the date of expiration of the security. While 
the company should not aim to profit by an abnormally 
high price of securities, it should not be made to suffer 
by their abnormally low price. The adjusted purchase 
price plan, or amortization plan, of bringing bonds to par 
makes the assets independent of transient commercial 
conditions. 

A bill prepared by Mr. Dawson was accordingly intro- 
duced into the legislature, March, 1908, providing that 
bonds well secured and not in default either as to prin- 
cipal or interest, in which reserves but not capital or 
surplus are invested, should be valued at par if purchased 
at par, and if bought above or below par should be valued 
by such adjustment of the purchase price as will bring 
them to par at maturity, while maintaining "the effective 
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rate of interest at which the purchase was made." 69 The 
bill failed of passage at that session, but was enacted in 
the session of 1909. 70 While life insurance companies 
may not ordinarily avail themselves of the opportunity 
to value their securities in this way, the authority is an 
assurance that they will not be dependent upon expedi- 
ents of dubious legality to maintain their technical solv- 
ency in time of crisis. 

9. Dividends. 

Section 83 requires that dividends shall be paid an- 
nually on all participating policies. 

Practically all the abuses that have of late been re- 
vealed in life insurance circles have concerned the holders 
of participating policies only. It cannot be too often 
repeated that contracts were strictly observed. Under 
these circumstances non-participating policyholders could 
not suffer unless exorbitant non-participating premiums 
were charged by all companies. This was not the case. 
Economical companies were offering non-participating 
policies at less than cost, commissions included, and the 
more extravagant New York companies were offering 
these policies at the same rates. The surplus, as we have 
been so often told of late, was the occasion of abuse and 
mismanagement. Only the participating policyholders 
had an interest in the surplus. 

There has been dispute as to the precise influence of 
the system of deferred dividends in causing, or rather 
in tempting, abuses. Following English practice, the 
earliest plan of distributing surplus had observed five- 
year periods. But it was not long before competition 



69 Chronicle, March 19, 1908. 

"Laws of New York, 1909, Chap. 301, amendment to section 18 of 
the insurance code. 
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brought annual dividends, that is, distribution of excess 
receipts. Annual dividends were employed almost ex- 
clusively until the introduction shortly before 1870 of 
the tontine policies of the Equitable. The latter accu- 
mulated the dividends instead of distributing them an- 
nually. They provided also for forfeiture of all divi- 
dends and also of the policy value, or reserve, in case of 
lapse, and of dividends alone in case of death within 
the accumulation period. There is little doubt that the 
object was partly to avoid unfavorable dividend com- 
parisons. But for a time these policies sold well, being 
opportunely offered just at a time when annual dividends 
were causing disappointment on account of lowered in- 
terest, increased expenses, and a decreasing proportion of 
fresh risks. But the enormous lapse rate and the harsh- 
ness of the penalty of lapsing soon caused the tontine 
policies to become unpopular and "semi-tontines" were 
adopted in their stead. Semi-tontines did not involve 
forfeiture of the full reserve in case of lapse, but retained 
the feature of accumulating the dividends, paying them 
out only to the surviving and persisting policyholders. 
Lapse or death, therefore, entailed forfeiture of all divi- 
dends during the dividend period. 

Although this system was, in its inception, an expedi- 
ent for postponing the payment of dividends, it soon 
proved popular not merely with insurance managers but 
also with the public. Annual dividends were declining, 
thus unjustly discrediting well-managed companies. Men 
were prepared to experiment with a new plan which 
promised large returns from the forfeitures of those who 
died prematurely or lapsed. This was essentially an 
appeal to the gambling instinct, because it depended upon 
the hope of the policyholder that he would be more for- 
tunate than others with exactly similar prospects of sur- 
viving. 
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Another appeal, made somewhat later, was to the idea 
of compensation. Those who died early, it was said, are 
a burden upon those who live long. In justice, the latter 
should be given a sight recompense for their dispropor- 
tionate share of the costs, since, as it proved, they least 
needed the insurance, yet had paid most for it. This 
argument is plausible but overlooks two important facts : 

1. In either case the insured gets what he paid for, 
namely, protection, and the longer he lives the more 
protection he has. Indeed, contrary to the usual con- 
tention, it is not generally the man who dies early who 
gets his insurance cheaply. The policyholder who takes 
a level premium policy and dies soon after has paid a 
heavy amount for his insurance. For instance, at age 
25, a ten year term policy would have cost him about 
$io.oo, 71 a twenty year term about $i3.oo, T2 an ordinary 
whole life policy $20.oo, 78 a twenty payment life $27.oo, 74 
and a twenty year endowment $45. oo, 75 for annual gross 
premiums without deducting dividends. If now the policy- 
holder dies within the first year, let us say, he has had the 
same protection and his beneficiary receives the same ben- 
efit no matter which kind of a policy he had taken. If his 
choice was a high priced level premium policy instead 
of a term policy, there' is no occasion for complaint, 
although events ultimately proved, what he could not 
have known in advance, that the level premium policies 
were all poor bargains for him. They were good bar- 
gains rather for those with long lives who needed the 
protection for many years. It is wise for most policy- 

71 $10.58 in the Northwestern Mutual. 

72 $12.65 in Penn Mutual. 

"$19.80 in Provident Life and Trust. 
™ $26.75 in Provident Life and Trust. 

75 $44.82 in Provident Life and Trust. (These figures are all con- 
siderably lower than the average on account of small loadings.) 
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holders to carry the larger portion of their insurance on 
level premium rather than term plans, but to argue that 
those who pay a few level premiums and then die obtain 
their insurance cheaply enough anyway, and can there- 
fore afford to forfeit their dividends to those who sur- 
vive so long that level, as compared with ascending, 
premiums prove a real advantage to them, is to com- 
pletely reverse the facts. The ease with which high 
authorities fall into this error is an illustration of the 
confusion which investment features readily occasion 
when combined with pure life insurance. 

2. The second consideration is that in deferring his 
dividends, with the chance of forfeiting them by death, 
the insured is in reality defeating to that extent the object 
of his policy, since the insurance premiums constitute his 
wager that he will die, while his accumulated withheld 
dividends constitute his wager that he will live. Deferred 
dividends, while not nominally reducing the face value 
of the policy, accomplish the same result, for they in- 
crease the pecuniary loss resulting from death, whereas 
it is the object of the insurance to reduce that loss. In 
the words of an advocate of the system, "The plan not 
only requires payment of the full tabular premium each 
year without reduction by dividend, but the insured 
agrees to risk his entire surplus accumulation upon the 
chance of surviving the selected period of ten, fifteen, or 
twenty years." 76 

Most of the companies favored deferred dividends, 
because they could be easily sold, at least at first; be- 
cause they postponed accountability for surplus, thus con- 
cealing low returns; because they aided in the race for 
business, by providing a fund which could be borrowed ; 
because they prevented distribution of dividends before 



" Transactions Actuarial Society of America, vol. 4, p. 350 (1895-6). 
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they were earned; and because they readily afforded an 
equitable method of dealing with underaverage risks. In 
too many instances the system was favored also because 
it afforded immense resources with which managers 
could speculate. This evil caused some observers to go 
to the length of tracing to deferred dividends all the evils 
and abuses recently disclosed. 77 Without admitting as 
much as this, we must admit that the evils were intensi- 
fied by the fact that the unapportioned surplus was made 
unusually large by the deferring of dividends. While 
deferred dividends were adopted by all the extravagant 
companies, they were adopted also by some very prudent 
companies. Among the large companies which have been 
in recent years the best dividend payers, three out of five 
have never sold deferred dividend policies. But the other 
two have done so, and have given quite as high returns. 78 
The question whether or not there is any necessaiy rela- 
tion between deferred dividends and extravagance may be 
dismissed, since all but three of the important companies 
have written policies on both dividend plans. That there 
was less steady pressure making for strict economy must, 
however, be obvious, and there was a general, even 
though not necessary or universal, influence exerted by 
deferred dividends in the direction of higher costs. 

It has been argued, however, that policyholders ought 
to be free to take deferred dividends if they want them. 
But such evidence as is available indicates that policy- 
holders have not manifested any conscious preference 
for deferred dividends. At the outset, perhaps, the pop- 

77 See, e. g., Commissioner Host in Wisconsin Life Insurance 
Report, 1905, pp. I4ff., 27ff. 

78 The Provident Life, Connecticut Mutual, and Mutual Benefit 
have never issued deferred dividend policies. The Union Central 
and the Northwestern Mutual have issued both annual and deferred 
dividend policies. 
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ularity of the deferred dividends may have been attrib- 
utable to deliberate choice of this method of distribution. 
But since the plan has been better understood, and espe- 
cially since the results have become apparent, they seem 
to have elected to defer their dividends only when their 
"choice" has been guided by an agent influenced by a 
discriminating commission. Companies which gave the 
same commission on annual as upon deferred dividend 
policies soon found the former more popular. When the 
Northwestern Mutual decided to remove the agent's in- 
fluence as far as possible in this matter, and left the 
manner of distributing dividends to be decided by the 
insured at the end of the second policy year, it found that 
an almost inconsiderable number chose deferred divi- 
dends. 79 The Equitable, on the other hand, paid 50 per 
cent initial commission on deferred dividends and only 
25 per cent on annual. 80 

It should also be borne in mind as bearing upon the 
supposed exercise of choice by policyholders that in many 
cases, if not in most, policyholders really did not under- 
stand the difference, important as it was. The average 
purchaser of insurance of a few years ago did not know 
much about dividends, and often did not know that he 
could get an annual dividend policy. There were only 
a few companies which took pains to offer annual divi- 
dends, and the agents of most companies, and particularly 
of those which had the most extensive business, only 
placed annual dividend policies when these were asked 
for and insisted upon. Many a man has learned that he 
could have received his dividends as earned only after 



™ In 1903, 768 out of 29,223. In 1904, 579 out of 30,350. Report of 
the Frick Committee published in Life Insurance Courant, July 6, 
1905 ; also in Wisconsin Life Insurance Report, 1905, pp. 986-7. 

90 Ibid. 
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he has carried a deferred dividend policy for a consider- 
able time. 

Another argument in favor of deferred dividend poli- 
cies lies in the assumed tendency of such policies to re- 
main on the books until maturity. It is true that one of 
the most serious problems in life insurance is the enor- 
mous lapse rate. While the persistency of policyholders 
varies widely as between different companies, the aver- 
age lapse rate is very high. A recent investigation 
showed that of 5900 policies issued in June 1885, 1300 
(22 per cent) had lapsed before the second premium was 
paid, and over 1700 (29 per cent) within twenty years. 
Other data covering different periods showed an even 
heavier lapse ratio. 81 Twenty-five representative com- 
panies reported that in 1906, 85 per cent of their policy 
terminations were due to voluntary lapse, surrender, or 
decrease, and only 15 per cent as originally contemplated, 
either to expiry, maturity, or death. Percentages by 
amounts instead of number of policies are not very 
different. 82 To check this tendency, all sorts of plans 
have been tried, but nearly all penalty provisions have 
proved unsatisfactory and have been given up. In the 
beginnings of life insurance, a retiring policyholder for- 
feited his entire reserve as a matter of course. Yet, not- 
withstanding their heavy loss by so doing, so many re- 
tired, sometimes on account of good fortune which re- 
moved the need for insurance, sometimes on account of 
indifference, sometimes on account of ill fortune, and 
sometimes on account of other reasons, that it became 
manifestly unjust to exact full forfeiture. It was impru- 
dent as well, because the fear of forfeiture kept many 

81 Wisconsin Insurance Investigation Committee's Report, pp. 
138-141. 

82 Connecticut Life Insurance Report, 1907, pp. 773-4. (Figures for 
the non-industrial companies of states other than Connecticut.) 
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from entering. In this country, legislation and the com- 
petition of companies led to liberal surrender values. Then 
came the reactionary tontine policies which endeavored to 
resurrect the heavy forfeitures as a penalty for lapsing. 
It was hoped that this would popularize insurance and 
induce many to enter with the hope of profiting by the 
losses of retiring members. But unpopularity resulted 
and those who did persist failed to reap the extraordinary 
profits anticipated. Instead of holding on to the end, 
members tended to retire with small losses in order to 
escape the large loss of a possible later retirement. This 
tended to make the cost of getting new members absorb 
the profits from the lapses of older ones. Eventually 
the full tontine policies had to be given up, because 
the heavy forfeitures they exacted had failed either to 
prevent lapses or to profit persisting members. Semi- 
tontines, or deferred dividend policies, were substituted; 
and it has since been claimed for them that they will 
prevent lapses on the one hand, and, on the other, give 
unusual profits to those who remain. It will be observed 
that these two arguments are essentially contradictory. 
It might be that one could be realized, but hardly both. 
As a matter of fact, just as in the case of full tontines, 
neither has come to pass. Experience has clearly proved 
the fact that there were no great profits to be reaped 
from the losses of lapsing members, since the cost of 
new business was enough greater than in the case of 
annual dividend business to make up the difference. But 
the argument that deferred dividend policies have an 
advantage in point of persistency has been longer urged. 
The contention was supported on the simple ground that, 
with dividends at stake, policyholders would be less 
willing to lapse. But this was an assumption which 
previous experience with full forfeiture of reserves and 
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dividends has disproved. Over against this assumption, 
moreover, was the fact that the strictly annual dividend 
companies had had a considerably better experience than 
the others. 83 

The latest contribution to this discussion comes from 
the Wisconsin investigating committee, which has made 
a careful study of the subject, showing conclusively that 
annual dividend policies are considerably more persistent 
than deferred dividend policies. 84 

The theoretical objections and the practical disad- 
vantages to the policyholder were not, however, the con- 
siderations which turned the tide of unpopularity against 
the deferred dividend. Indeed, theoretical and practical 
objections were vainly urged for thirty-five years while 
the practice spread from one company to another. The 
example of the Equitable was gradually adopted by the 
other New York companies and within fifteen years all 
the prominent companies outside of New England, with 
the exception of the Mutual Benefit, the Provident Life 
and Trust, and two New York companies, had taken up 
the deferred dividend business. 85 The last of the New 
York companies joined the procession soon after, and 
ultimately all did so but the Mutual Benefit, the Provi- 
dent Life, and a couple of the New England companies. 
Notwithstanding their early vigorous denunciation of 

83 For instance, in 1905 the per cent of insurance voluntarily relin- 
quished to the insurance in force amounted to 2.5 in the Connecticut 
Mutual, to 4.3 in the Provident Life and in the Mutual Benefit, and 
to 4.7 in the Massachusetts Mutual; while of the deferred dividend 
companies the average percentage among those of New England was 
about 6.4. Among New York companies, the rate was very much 
higher, reflecting in part the usual conditions and in part the abnor- 
mal conditions that resulted from investigations. 

8 * Report of the Wisconsin Insurance Investigation Committee, pp. 
138-141- 

85 See Report to the Ins. Dept. of Ohio, of the Senate Committee 
appointed to investigate tontine insurance, 1885. Appendix, pp. 207ff. 
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tontines, all companies seemed to be drawn irresistibly 
toward them. Meanwhile a generation of policyholders 
had grown up that knew little of annual dividends. The 
insistent criticism of a few life insurance presidents 86 
went unheeded; and the booklet 87 issued in 1902 by an 
ex-commissioner of Wisconsin failed to win supporters. 
As late as 1905 the contest of Commissioner Host of 
Wisconsin to compel the Equitable to desist from issu- 
ing deferred dividends in that state met with general 
disapproval among the other insurance commissioners. 88 

With such general complacency and with official ap- 
proval so recently and so unanimously expressed, it is, 
to say the least, surprising that deferred dividends should 
have received their death warrant in 1906 with complete 
acquiescence, or at least with entire absence of vigorous 
protest. The explanation of their sudden fall from favor 
lies in the reckless and slovenly bookkeeping that had 
been employed. The official and private investigations 
of 1905 showed that the customary methods of appor- 
tioning deferred dividends were so loose that managers 
were practically without responsibility with respect to 
them. It is significant that within the space of a single 
year a commissioners' examination converted insurance 
commissioners from their approval of deferred dividends, 
a legislative inquiry turned public favor from them, and 
a directors' examination prepared insurance managers 
for their discontinuance, in each case chiefly because of 
the exposure of the evils which so easily followed from 
postponed accountability. 

The examiners who investigated the New York Life 

80 Especially Col. Jacob L. Greene, President of the Connecticut 
Mutual, in his annual reports, and in numerous public addresses. 

81 Fricke, W. A., "The Law and Distribution of Surplus," 1902. 

88 See L. A. Anderson, in Annals of Amer. Acad, of Pol. and Soc. 
Set., vol. 26 (1905), "Distribution of Surplus", pp. 71 iff. 
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in 1905 on behalf of five insurance commissioners re- 
ported that : 

"In the opinion of your examiners, a true method of 
accounting by which the policyholder may be informed 
from time to time of the exact amount of the dividends 
to his credit is the proper substitute for all . . . de- 
ferred accountings." 89 

Commenting upon this report, the insurance commis- 
sioners of Tennessee, Kentucky, Minnesota, Nebraska, 
and Wisconsin argued that : 

"Under a system of annual accounting and apportion- 
ment each policyholder would be fully informed as to his 
rights, and the full amount due policyholders would ap- 
pear as an actual liability. The necessity for making 
a good showing annually would compel the strictest econ- 
omy, for in this way only could competition be met . . . 
We have no hesitation in saying . . . that the greatest 
evil in life insurance at this time is the deferred dividend 
system, the elimination of which we heartily recommend, 
together with provisions for securing a proper account- 
ing to the present holders of such policies." 90 

A few companies have also taken the same position. 
The Northwestern Mutual and the Home Life, for 
instance, have always kept an annual account of their 
contingent liability on deferred dividends; and the facts 
seem to support their claim that the constant opportunity 
their policyholders have had of watching their accumula- 
tions has guaranteed a scrupulous guarding of those 
funds. 

Upon this subject the Armstrong committee declared: 

"Of all the reforms suggested by the committee, noth- 
ing, it is believed, is more imperatively demanded than 
that the companies should be compelled to exhibit the 
results of their management by annual accounting. If 

80 Cf. Wisconsin Life Insurance Report, 1906, p. 1238. 
"Ibid., p. 1269. 
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details of management are to be left, as they should be, 
to the discretion of the directors, they should be com- 
pelled each year to state the results of their administra- 
tion and to come under definite liabilities to the policy- 
holders for the amounts to which the latter are entitled. 
There seems to be a general agreement that the abuses 
which inevitably flow from the control of large accumu- 
lations, said to be held for policyholders but not the 
subject of any definite obligation, make this necessary. 
Even those who favor the continuance of deferred divi- 
dend contracts recognize the importance of annual ac- 
countings, and of the annual credit to each policy of its 
fair share of the gains. 

"But if there is to be an annual accounting there is no 
reason why there should not be an annual distribution; 
on the contrary, this is needed to make the remedy com- 
plete. . . . The management should be subjected to 
the test of placing annually its accumulations at the dis- 
posal of the policyholders, leaving them to decide whether 
they shall be withdrawn. If they are to be left with the 
company, it should be at the option of the policyholder 
through the purchase of additional insurance. In this 
manner a suitable freedom is given the policyholder and 
the company is placed under wholesome, and, it is be- 
lieved, necessary restriction." 91 

In this quotation is reflected the opinion of many who 
had felt no very strong opposition to deferred dividends 
on principle, but who deplored the consequences of un- 
accountability. It is altogether likely that had all com- 
panies accounted carefully and in detail for their surplus 
accumulations there would have been no prohibition of 
deferred dividends. It is not certain that they would have 
continued, — they might have been dropped ultimately, 
because the public had come to understand them. But 
it was inevitable that in the recent legislation deferred 
dividends without accounting should be prohibited, for 
most of the trouble was about the surplus, and most of 

91 Armstrong Report, vol. 7, pp. 324-5. 
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the surplus arose from deferred dividends. Thus the 
Equitable reported in December 1904, $80,750,000 of 
surplus, of which $10,200,000 only was for contingencies, 
and $6,750,000 was apportioned for 1905 dividends, leav- 
ing $63,800,000 as the unapportioned liability for deferred 
dividends. 92 

But annual accountability, as the Armstrong commit- 
tee reasoned, left no logical reason for deferring the 
payment of dividends. If it was ascertained, as it should 
be, that a certain sum of money duly belonged to a certain 
person, why should he not be given the opportunity to 
dispose of it as he saw fit? 98 Policyholders were just 
as unerringly coming to this conclusion as were legis- 
lators. The Frick committee observed : 

"When annual dividends are paid the policyholder has 
an immediate and yearly check upon the operations of 
his company. He is enabled, and is quite apt to compare 
his results with those of his acquaintances insured in 
other companies. Extravagance in management and 
errors in investments are at once reflected in decreased 
dividends or impaired surplus. 

"On the other hand, the holder of a twenty years' dis- 
tribution period policy has no knowledge whatever con- 
cerning the earnings of his policy until the expiration of 
the twenty years. He cannot make comparisons, because 
he does not know the results in his own case. He enter- 
tains hopes for nineteen years, and, if disappointed with 
the realization at the end of twenty years, it is futile for 
him to protest. The incident is closed. 

"These conditions are mentioned for this purpose — to 
illustrate the possibility of the deferred distribution policy 

62 Frick Report, in Life Insurance Courant, July 6, 1005, and p. 986 
in Wisconsin Life Insurance Report, 1905. 

03 Certain companies, e. g., The Massachusetts Mutual, have en- 
couraged policyholders to leave their dividends with the company 
upon interest, but subject to demand. The new law in New York 
provides for this method of application. 
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leading the society into a generally lax method of hand- 
ling its business. 

"The annual dividend company is held to accountability 
every year. The deferred dividend company is never 
held to accountability by the whole body of policyholders; 
and is so held by its individual policyholders only when 
their opportunity for action has passed. 

"This absence of accountability makes possible the pur- 
suit of rapidity of growth at undue cost, because the 
effect of that cost is not felt by the policyholder until, 
as said before, it is too late for his availing protest." 94 

The prohibition of deferred dividends has therefore 
called forth little open complaint. Few now are inter- 
ested to defend, fewer still care to take the responsibility 
of defending, deferred dividends on general grounds. 
The only attempt to urge a relaxation of their absolute 
prohibition has been confined to the question of sub- 
standard risks, where it is claimed that the system of de- 
ferred dividends is peculiarly desirable. The New York 
Life Insurance Company, which writes most of the sub- 
standard business, has been especially vigorous in urging 
a modification of the dividend law. 

When an applicant does not measure up to a satisfac- 
tory standard for insruance at usual rates, either because 
of his physical condition, or family history, or employ- 
ment, the company may absolutely reject, impose a "fixed 
extra" premium, "rate up" the life to a nominally higher 
age, place a lien against the policy, or place the risk in 
a special dividend class. All except the last device have 
long been employed to a considerable extent in Great 
Britain. In this country they have been used to a much 
slighter extent, though on every ground it is desirable 
that the system should be extended, since it provides in- 
surance for many who would otherwise be excluded, pre- 



1 Frick Report, Life Insurance Courant, July 6, 1905. 
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vents doubtful cases from being accepted at standard 
rates, avoids the unscientific and useless adjustment of 
requiring a short term endowment, and saves unrecom- 
pensed expenditure for the medical examination of un- 
approved risks. For its careful and appropriate employ- 
ment of all devices for dealing with sub-standard risks, 
the New York Life has earned many warm commenda- 
tions. Thus the examiners 95 who examined the company 
in 1905-6 on behalf of the insurance commissioners of 
Tennessee, Kentucky, Minnesota, Nebraska, and Wis- 
consin, expressed their admiration for the accuracy and 
fairness of that company's dealings with underaverage 
lives. As pointed out in their report, the fundamental 
principle of the system was the classification of policy- 
holders into three dividend classes, all dividends being 
deferred except for a relatively small number of good 
risks on the annual dividend plan. The dividends on the 
intermediate and lowest classes were naturally lower than 
in the standard class on account of the lower vitality of 
members in the former classes. In the third group the 
system was modified by the employment of "fixed extras" 
for occupation hazards, "rating up" for permanent im- 
pairment, and liens for temporary impairment. The 
advantage claimed for the plan of making distinct divi- 
dend classes the central feature was that it gave to those 
in a given class exactly the dividends to which, as a 
group, they were entitled, whereas a rating up is neces- 
sarily an estimate and no matter on which side it errs it 
is a departure from the principle of mutuality. It is not 
altogether certain that the method of rating up cannot 
be reduced to an exact science. In fact those companies 
which employ it extensively, such for instance as the 



95 Messrs. S. H. Wolfe and W. J. Graham. See their report as 
published in Wisconsin Life Insurance Report, 1906, pp. 1233-1234. 
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Australian Mutual Provident, have probably attained a 
high degree of accuracy in its use. The policy contract 
for sub-standard business which has recently been author- 
ized by the New York superintendent of insurance pro- 
vides for rating up. It does not seem clear to an out- 
sider why a large company like the New York Life could 
not employ the system of distinct dividend classes with 
annual, just as well as with deferred, dividends. The 
most satisfactory explanation that has yet been offered 
is that the company assumed an unknown risk in accept- 
ing sub-standard lives at the regular premium, and while 
this experiment proved successful, the fluctuations in mor- 
tality from year to year in sub-standard business would 
make special annual dividend classes unsafe. 96 But that 
the premium is sufficient to yield a surplus even on sub- 
standard risks has already been demonstrated, so the 
hazard would not seem to be large. However, in this case 
those not in immediate touch with the business are not in 
the best position to judge. If it can be demonstrated that 
it is impossible to adjust satisfactorily the underaverage 
business to the present restrictions, it ought not to be 
difficult to secure the necessary liberty, for no part of the 
Armstrong legislation was passed in a doctrinaire spirit. 
Among the measures desired by the Armstrong com- 
mittee was one requiring an annual accounting with those 
policyholders who had taken deferred dividend contracts 
before their prohibition. It was of course at once recog- 
nized that those contracts already executed could not be 
touched. But it was felt that justice required that the 
holders of deferred dividends should be entitled to an 
annual accounting, so that they should not be at the 
mercy or the whim of the management. Moreover it 
was seen that the requirement of annual dividends in the 

"° Hearings on the Armstrong bills, vol. 1, pp. 244ff. Testimony of 
Actuary Weeks. 
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future, and the limitation of the amount paid to agents 
for procuring new business, would necessarily lead com- 
panies to compete with one another by good annual divi- 
dend showings. This was exactly what was desired, and 
was the sort of rivalry that was most in the interest of 
the policyholders. But it was not unlikely that companies 
would endeavor to swell their annual dividends at the 
expense of the unprotected deferred dividends, since the 
latter could no longer be sold. Without any accountabil- 
ity for surplus, directors could divide it any way they 
desired. 97 The committee was only dissuaded from urg- 
ing a law requiring an annual accounting by the repre- 
sentation of its counsel to the effect that this might also 
be construed as an interference with existing contracts, 
inasmuch as the contracts expressly provided that the 
apportionments should be at the discretion of the direc- 
tors at the end of the distribution period. There is no 
doubt, however, that the committee, and probably also 
its counsel, desired such a law, even though they saw 
the imprudence of enacting it. It is therefore somewhat 
surprising that many well informed men criticised this 
important omission in the reform laws. For instance, a 
special committee of the American Bar Association cen- 
sured the committee and the legislature for omitting so 
essential a provision, 98 yet none should have known better 
than lawyers the doubtful constitutionality of such an 
act. 

One publicity feature of the New York reforms is, 
however, apparently having a remarkably good effect. 

"' In the subsequent Wisconsin investigation it was shown that dis- 
crimination might be practiced even with annual accounting. The 
Northwestern was improving its semi-tontine funds at a lower rate 
of interest than it allowed on its annual dividends. This the company- 
claimed was done unconsciously, and the discrimination was promptly 
stopped. 

08 See Chronicle, August 16, 1906. 
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This is the requirement that annual dividend scales for 
the different kinds of policies, ages, and dates of issue 
shall be submitted to the insurance department. In 
several states, in consequence," the annual insurance re- 
ports now contain premiums and dividends for ages 25, 
35, 45, and 55 on ordinary life, twenty payment life, 
and twenty year endowment policies at various dates of 
issue. These figures as published are sufficiently com- 
plete to furnish, on careful examination by a prospective 
policyholder or an agent, an accurate indication as to 
the relative cheapness at the present time of policies in 
the different companies. It is perhaps unlikely that many 
prospective purchasers of insurance will take the pains 
to make a careful comparison as to the net costs, but 
rival agents may be trusted to do so, and are in fact doing 
it. In consequence high dividend paying policies are 
easy to sell without any increased commission. In fact, 
with lowered commissions in many instances, the com- 
panies with the lowest net costs have broken all their 
previous records in amount of new business written in 
1907 and 1908. 100 

If the New York reforms had accomplished nothing 
else than the publication of dividend results, they would 
have performed a great service for the insuring public, 
for this sort of publicity not only gives the purchaser 
a rational basis for choice, but in so doing also compels 
all companies to seek to prove their excellence by offer- 
ing good returns, which they can do only by the most 
prudent management in every particular. That with all 
the statements that have been required in the past by the 
various states this essential information should have been 



'"' Massachusetts, Connecticut, New York, Minnesota, and others. 
100 The most conspicuous example is that of the Northwestern 
Mutual. 
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neglected is most surprising, since no other information 
is so conclusive of merit, nor so easily understood. Its 
publication has been required in Great Britain since 1870, 
but in this country even those companies which could 
make the best showing have jealously guarded this in- 
formation from rival agents. Dividend scales have been 
printed but circulated only among the company's 
agents. 101 

Hitherto, the means of ascertaining the relative cheap- 
ness of insurance in the different companies have been 
very limited. Agents could be persuaded to furnish 
some information, but only such data, and in such forms, 
as they thought it to their interest to give. Some com- 
panies also published "comparative results", but of course 
selected for comparison only such policy histories as dis- 
played their own superiority. For any independent and 
disinterested comparison, an investigator was obliged to 
depend upon the gain and loss account which since 1896 
has been published in the Wisconsin and Minnesota re- 
ports. The ratios thus obtainable of dividends to pre- 
mium receipts, of expenses to income, of actual to ex- 
pected mortality, of actual to expected interest, and of 
gains upon lapse and surrender, when taken in the aggre- 
gate, usually, though not infallibly, favored the same 
companies which were actually producing the best divi- 
dend results. Notwithstanding which, many of the con- 
clusions which were popularly deduced from such ratios 

101 One company with high dividends labels its scale, "For agents 
only." Another excellent company claims that it "has published 
tables of current cash dividends for 36 consecutive years." A wide 
circulation of these tables would have advertised the almost unsur- 
passed cheapness of its policies, but the company has limited the 
editions of the tables to the needs of agents ; and the actuary recently 
objected to furnishing public information as to dividends, on the 
ground that this was a confidential matter. Milwaukee Sentinel, 
April 18, 1906. 
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were severely and rightly criticised by all experts. 102 The 
ratios were, when carelessly considered, positively mis- 
leading, and, even when studied with discrimination, only 
approximate, though they furnished far more reasonable 
criteria than those forrnerly employed, such as volume 
of assets, amount of surplus, rapidity of growth, 
grandeur of office buildings, etc., which were as often 
points of demerit as of merit. 

But dividends furnish an incontrovertible test of merit, 
for insurance departments attend to the solvency of the 
legal reserve companies ; and although economy and effi- 
ciency and integrity of management have not been due 
to competition, competition has at least produced an al- 
most uniformly high degree of liberality and promptness 
in the dealings of the companies with their patrons. The 
purchaser of insurance, therefore, can have only one 
possible interest, and that is, — "Where can I get my 
insurance at the lowest cost, since there is little difference 
in the quality of the commodity?" 

It is not to be supposed, now that dividend returns are 
published, that competition will be narrowed to a few 
companies and that the others will be forced to retire. 
The publication, for the last forty years, of "bonuses" 
in England has had no such effect. What may be ex- 
pected is that only the poorest companies will be forced 
out, or onto a non-participating basis, and that the major- 
ity will be compelled to introduce such retrenchments and 
improvements as will enable them to compare favorably 
with the best. 

Moreover, it is not to be expected that it will be pos- 
sible to determine with accuracy the one best company. 
To illustrate from the current figures, some companies 
have an advantage in one kind of policy and not in 

102 Cf. Anderson, op cit., pp. 718-719. 
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another; some make good showings at some ages and 
not at others ; some give good returns in the early years 
of the policy, others in the later years ; some maintain 
constant figures for a long series of years, others change 
their factors every year; some are steadily raising their 
dividends, and some must soon lower them; and so on. 
By legislation and voluntarily, many, but by no means 
all, of these variations in practice will be reduced to 
uniformity. But in any event, though the past and the 
present are an earnest of the future course of a com- 
pany, the results are so sure to vary over a long period 
that reasonable purchasers will not be influenced by 
differences of a few cents. They will be influenced, and 
properly, by an annual difference in cost as great as 
appears in the comparison tables on pages 3 and 4, above. 



CONCLUSION 

1. The provision for the election of directors by 
mail ballots was a move in the right direction, but the 
arrangements are still imperfect. The restraints im- 
posed upon directors are wholesome. 

2. The publicity requirements are exercising a salu- 
tary influence. 

3. Investments are better regulated by the recent 
legislation, not only by the provisions which restrict, 
but also by those which give greater latitude. 

4. The section of the new law prohibiting domestic 
but not foreign companies from writing both partici- 
pating and non-participating policies was founded upon 
justifiable grounds, but should be amended to remove 
an unfair discrimination against New York companies. 
The final adoption of standard provisions is the proper 
solution of the problem of protecting purchasers without 
hampering sellers of life insurance. 

5. The "select and ultimate" valuation provided a 
fair minimum standard of liability that was in substan- 
tial conformity with the methods of American life insur- 
ance companies. 

6. The limitation upon the cost of new business was 
necessary, and has not imposed an unreasonable restraint 
upon underwriting activity. The limitation upon the cost 
of total business does not appear to be needed, and it 
works hardship in a few cases. 

7. The limitation upon the amount of new business 
which companies may write has already proved embar- 
rassing to one company, and may before long embarrass 
others. It seemed to be required by the state of public 

94 
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opinion in 1906, and for that reason, possibly, was ac- 
quiesced in by the companies most interested, but it 
should soon be repealed or modified. 

8. The limitation upon the surplus of companies 
was unnecessary and dangerous. The danger, but not 
necessarily the inconvenience, has been practically re- 
moved by the recent authorization of the amortization 
plan of valuing bonds. 

9. The requirement of annual dividends for all 
participating policies was the necessary and legitimate 
outcome of unsystematic deferred dividend accounting. 
While such accounting could have been remedied, the 
arguments in favor of deferred dividends were not suffi- 
ciently strong to save them. 

The following remarks published by Mr. Edward A. 
Woods, one of the most successful of the Equitable's 
agents, in the Eastern Underwriter, August 22, 1907, 
will serve as a fitting conclusion to this survey : 

"There never was a time when life insurance men ought 
to, and could so easily, secure new business as now. The 
laws of New York State and most other states deserve a 
fair and honest trial. 

"The New York legislation is not perfect. It has 
already been revised and will be revised more, but in 
my judgment, and after an honest trial of conditions, 
it is the best legislation passed in the history of life 
insurance, not even excepting the legislation of Elizur 
Wright, which at that time was as severely criticised as 
the Armstrong laws are now." 



